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Notice to Readers
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regulatory, and other professional developments that may affect
the engagements and audits they perform. The AICPA staff pre
pared this document. It has not been approved, disapproved, or
otherwise acted on by any senior technical com m ittee of the
AICPA. The discussions presented in this publication do not rep
resent the views, positions, or opinions of the AICPA.
Robert Durak, CPA
T echnical M an a ger
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this Alert.
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Insurance Industry Developments— 2000/01
How This Alert Helps You
This Alert helps you expand your knowledge and understanding
of the business environment your clients operate in. This Alert
also helps you provide top-quality audit services and relevant in
formation to your clients in the insurance industry, thus adding
value to the business decision-making process. The information
presented here bolsters your audit planning efforts in considering
industry matters. Moreover, this Alert helps you analyze and in
terpret relevant information and converging information.
If you understand what is happening in the insurance industry
and can interpret and add value to that information, you are able
to offer valuable service and advice to your clients. This Alert as
sists you in making solid and rapid strides in gaining that indus
try information and understanding it.
It is best to read this Alert in conjunction with the AICPA general
A udit Risk A lert—2000/01. To order, call the AICPA Order De
partment at (888) 777-7077.

Industry and Economic Developments
What are the current and emerging economic and industry forces and
trends?

The U.S. Economy
The impressive performance of the U.S. economy persists, with
economic activity expanding at a rapid pace. Inflation and unem
ployment remain low, while productivity and personal income
have surged. Businesses continue to invest heavily in equipment
and technology, and consumer spending remains high. All major
macroeconomic indicators are strong. Indeed, this great period of
9

economic expansion has been marked by a transformation to an
economy that is more productive as competitive forces become
increasingly intense and new technologies raise the efficiency of
businesses.
Signs of moderation exist, however; consumers have slowed their
spending pace and inflation is slightly higher than the previous
year. Also, debt levels in the nation have risen to record levels and
the U.S. trade deficit has widened enormously.
What Lies Behind the Economic Expansion?
The groundwork for this historic period of economic growth was
laid in the 1980s through cuts in tax rates, a strengthening of the
dollar, trade globalization, the deregulation of key industries, the
rebuilding of the military, and the peace dividend that resulted
from the Cold War victory. These factors generated powerful en
trepreneurial and technological forces that transformed the econ
omy and unleashed a wave of prosperity.
Hidden Risks
The vast amounts of consumer and business debt piling up in the
country are worrisome. Rising interest rates or a mild economic
downturn can lead to a surge in defaults and a liquidity crunch.
Moreover, the huge trade deficit is a major problem that, when
combined with a falling stock market or a falling dollar, could
cause an economic crisis.
Executive Summary— The U.S. Economy

• The impressive performance of the U.S. economy persists and all
major macroeconomic indicators are strong.
• Signs of moderation exist however, as consumers have slowed their
spending pace and inflation is slightly higher than the previous year.
• Voluminous consumer and business debt, rising interest rates, and a
huge trade deficit present risks to the health of the economy.

10

Overview of Foreign Economies
Western Europe
Economies in Western Europe generally are growing and show
strong signs o f expansion. Unemployment is at its lowest level
since the early 1990s and inflation is very low, despite the huge
increase in oil prices. Domestic consumption and investment are
high; in fact, domestic consumption is beginning to outpace ex
ports as the main driver of economic expansion. Western Euro
pean governments have been reducing taxes and running budget
surpluses. Moreover, deregulation efforts have helped foster com
petition and keep inflation in check.
T he eu ro. The euro has been falling substantially. Since its incep
tion at the beginning of 1999, its value is down 23 percent. This
euro slide has many people worried. If the euro continues to fall,
inflation may shoot up and confidence in the currency and in Eu
rope’s economies will falter. A plunging euro is hurting the earn
ings of U.S. companies that do business in the eleven-nation euro
zone. More importantly, the steady downward plight of the euro
threatens global economic stability. Pressure has been mounting
on the European Central Bank to raise interest rates to support
the Euro; but interest rate increases could ruin the current eco
nomic growth in many European countries. Group of Seven (G7) finance ministers are addressing the risky euro situation.
M any factors lie behind the decline of the euro. Primary among
them are the superior growth of the U.S. economy, higher U.S.
interest rates that make it worthwhile to hold dollar-denom i
nated securities, and a massive capital flow into the United States
and away from Europe.
Asia
Economic activity in m any Asian countries, such as the Philip
pines, Indonesia, and Singapore, continues to firm, but at varying
rates. Some Asian currencies, like the Indonesian rupiah and the
Thai baht, have been undergoing significant devaluations lately.
The main reason for these currency problems seems to be specific
political and economic difficulties in each nation suffering from
11

the devaluations. Little evidence exists, however, that the prob
lems will spread to other Asian nations or become a serious global
crisis like the currency crisis of 1997-98.
S ou th K orea . South Korea’s economy has been experiencing ex
tremely fast growth and its currency has appreciated because of the
excellent economic picture. Economists predict that the current
growth will decrease in the future to more normal growth rates.
Ja p a n . The Japanese economy is showing signs of stronger perfor
mance, with particular strength in private consumption and in
vestment. Industrial production is expanding at a healthy pace
and business confidence has picked up. Unemployment is high,
however, and outstanding public debt remains large and growing.
Deflation also remains a concern.
The Americas
A general econom ic recovery in Latin A m erica continues.
Heightened political uncertainty in Venezuela, Peru, Colombia,
and Ecuador have sparked financial m arket pressures. In A r
gentina, the pace of recovery appears to have slackened as the
government’s fiscal position and, in particular, its ability to meet
the targets of its International Monetary Fund program remain a
focus of market concern.
M ex ico. In Mexico, economic activity has been strong, boosted
by strong exports to the U nited States, soaring private invest
ment, and increased consumer spending. Nevertheless, the Mexi
can economy is still vulnerable. Eighty-five percent of Mexico’s
exports go to the United States and oil production is a big factor
influencing the country’s economic health. An economic down
turn in the United States or a significant drop in oil prices could
quickly and seriously hurt M exico’s economy. The country’s
banking sector is still shaky and lending activity is light.
C anada. Economic activity in Canada is quite robust, generating
strong gains in employment and reducing the remaining slack in
the economy. The expansion is supported by both domestic de
mand and spillovers from the U.S. economy. Inflation remains
low and interest rates have risen, matching increases in U.S. rates.
12

B razil. In Brazil, inflation is remarkably well contained and in
terest rates have been lowered, but unemployment remains high.
An improved financial situation allowed the Brazilian govern
ment to repay most of the funds obtained under its December
1998 international support package. However, Brazilian financial
markets exhibit continued volatility.
Russia
Foreign investment in the Russian economy has all but dried up.
Systemic corruption, unstable economics, and the Russian gov
ernment’s 1998 default have all contributed to driving away for
eign investment. Russian accounting rules, which do not adhere
to U .S. or international standards, make judging the financial
health of businesses in the country next to impossible. The Russ
ian economy has been on an upswing, due primarily to the great
increase in oil prices, which is a main Russian export.
Executive Summary— Overview of Foreign Economies

• Western Europe, Canada, Mexico, and South Korea are all experi
encing strong economic expansion.
• Economic activity in other Asian nations is firm. A currency prob
lem exists in some Asian countries, but it does not appear to be
threatening.
• A general economic recovery in Latin America continues.
• The euro has been falling substantially and could cause global eco
nomic instability.
• Foreign investment in the Russian economy has all but dried up.

Insurance Industry Performance
Consolidation
Although the pace of mergers and acquisitions has slowed, the in
surance industry continues to experience strong consolidation,
along with other financial service industries. This consolidation
trend is expected to continue as companies strive to strengthen
their com petitive advantage, enhance effectiveness through
economies of scale, and increase size and access to additional
13

products, markets, and distribution. As these and future mergers
occur, pressure builds on the remaining entities within the indus
try and on companies in the rest of the financial services industry
to consolidate, converge, or consider strategic alliances to remain
competitive and even viable.
Competition and Technology
Strong competition exists in the industry as well, fueled by tech
nology and the Internet. Enterprises are reacting to the competi
tion by re-examining their business strategies and creating new
alliances and partnerships. Technology is also helping to improve
financial performance: insurance enterprises are investing in tech
nology to find avenues to expand distribution, increase efficiency,
and control costs. One consequence of the technological ad
vancements being made is the rapid rise of electronic commerce
(e-commerce) as a significant force in the industry.
Volatile Stock Market
The stock market has been volatile recently, affecting insurers in
different ways. M any insurance enterprises have experienced large
realized and unrealized capital losses in the volatile stock market.
Other insurers have seen their stock prices perform much better
as a result of investors changing the composition of their stock
portfolios in reaction to the recent decline in technology stocks.
The volatile stock market has triggered several class-action law
suits against corporations. Most of the lawsuits, which seek classaction status, claim that the corporations being sued issued
materially false and misleading information concerning the com
pany’s financial and operating condition and prospects.
Executive Summary— Insurance Industry Performance

• Although the pace of mergers and acquisitions has slowed, the insur
ance industry continues to experience strong consolidation, along
with other financial service industries.
• Strong competition exists in the industry as well, fueled by technol
ogy and the Internet. Enterprises are reacting to the competition by
re-examining their business strategies and creating new alliances and
partnerships.
14

• The stock market has been volatile recently, affecting insurers in dif
ferent ways. The volatile stock market has triggered several class-ac
tion lawsuits against corporations.

Financial Modernization Legislation
On November 12, 1999, the Gramm-Leach-Bliley Act (the GLB
or the Act) became law, thus m odernizing the U .S. financial
framework. M any aspects of the GLB became effective on March
11, 2000 .
The recent passage of the Act is creating opportunities and com
petition for insurance enterprises. Financial institutions, such as
savings and loan associations and credit unions, are evaluating
strategies and options in the insurance industry. Some insurers
are working to develop banks as an effective distribution channel
that could sell variable life products and corporate-owned life in
surance policies, two popular products in the life insurance in
dustry. Still other insurance enterprises are developing products,
such as specialty mortgage insurance products, for distribution
through the banking industry.
Summary of the Legislation
The GLB repealed the last vestiges of the Glass Steagall Act of
1933. It modified portions of the 1956 Bank Holding Company
Act to allow affiliations between banks and insurance underwrit
ers. Although it preserves the authority of states to regulate insur
ance, the Act prohibits state actions that have the effect of
preventing bank-affiliated firms from selling insurance on an
equal basis with other insurance agents. The GLB allows for the
creation of a new financial holding company that is authorized to
(1) engage in underwriting and selling insurance and securities,
(2) conduct both commercial and merchant banking, (3) invest
in and develop real estate and other “complementary activities.”
There remain limits on the kinds of nonfinancial activities these
new entities engage in.
The Act restricts the disclosure of nonpublic customer informa
tion by entities. All entities must provide customers the opportu
15

nity to “opt out” of the sharing of the customers’ nonpublic in
formation with unaffiliated third parties. The Act imposes crimi
nal penalties on anyone who obtains customer information from
an entity under false pretenses.
Help Desk—For much more detailed information on the
GLB, visit the following Web sites:
• U.S. House Committee on Banking, www.house.gov/banking/s900lang.htm
• Federal Reserve Bank of Philadelphia, www.phil.frb.org/src/glba.html
• U.S. Senate Banking Committee, www.senate.gov/- banking/conf/
The National Association of Insurance Commissioners (NAIC)
and state regulators are issuing and drafting new regulations in
connection with the GLB. CPAs should be alert to the issuance of
new regulations and laws that will follow in the wake of the GLB.
Some Issues Raised by Gramm-Leach-Bliley
The NAIC has focused its attention on several issues raised by the
GLB. Those issues include consumer privacy, national charters
for insurers, reciprocity or uniform ity in agent licensing, and
speed to market products. The NAIC has set up working groups
to address these issues. Following are summaries of the activities
of some of those working groups and their activities.
P rivacy. The NAIC and state regulators have been developing pri
vacy rules for the insurance industry that comply with the require
ments of the GLB. A resolution that provides uniform compliance
on privacy regulations has been adopted by the fifty states and the
District of Columbia. The agreement aligns state insurance regula
tory requirements with federal requirements for the banking and
securities industries with a compliance date of July 1, 2001.
A gent's lice n s in g The NAIC and state regulators have been work
ing on uniform agent licensing initiatives as part of a broad effort
to implement the GLB. The NAIC adopted the Producer Licens
ing Model Act for consideration by state legislatures. This Model
Act provides specific multistate reciprocity provisions to comply
16

with the requirements of the GLB. An NAIC working group on
agent’s licensing tracks the states’ enactment of the Model Act.
Tw enty-nine states m ust adopt reciprocity or uniform ity in
agents licensing by November 12, 2002. Failure to reach that goal
would trigger the establishment of the National Association of
Registered Agents and Brokers, preempting state licensing laws.
S p eed to m arket. The NAIC’s working group on speed to market is
addressing the ability of insurers to move their products to market
quickly. Because of rate and form filing requirements mandated by
the state insurance departments, many insurers believe that they
are at a competitive disadvantage compared with other financial
institutions offering similar products. This working group is ad
dressing ways to expedite the rate and form filing approval process.
Executive Summary— Financial Modernization Legislation

• On November 12, 1999, the Gramm-Leach-Bliley Act (GLB) be
came law, thus modernizing the U.S. financial framework. Many as
pects of the GLB became effective on March 11, 2000.
• The NAIC and state regulators are issuing and drafting new regula
tions in connection with the GLB. CPAs should be alert to the is
suance of new regulations and laws that will follow in the wake of
the GLB.
• The NAIC has focused its attention on several issues raised by the
GLB. Those issues include consumer privacy, national charters for
insurers, reciprocity or uniformity in agent licensing, and speed to
market products. The NAIC has set up working groups to address
these issues.

Tight Labor Market Generating Risks
Like many organizations today, insurance enterprises have been af
fected by the tight labor market and shortage of qualified applicants
to fill needed positions, from clerks to senior management. Posi
tions have remained vacant for longer periods and entities are often
forced to fill positions with individuals who may not meet prior
qualification standards. The unusually high employee turnover and
the industry’s inability to fill open positions in a timely manner can
17

have a serious effect on the insurance enterprise’s internal control
and financial reporting and accounting systems.
Auditing Considerations
You should be aware of the possible effect that key unfilled posi
tions can have on internal control. Entities that in prior years had
strong financial reporting and accounting controls may see those
controls deteriorate due to a lack of qualified employees. Con
trols over other areas also could suffer. Moreover, the tight labor
market could pressure entities to compromise their standard hir
ing practices. This could create additional exposure to possible
internal fraudulent activity. You may want to consider these issues
in planning and performing the audit and in assessing control
risk. Remember that gaps in key positions m ay cause control
weaknesses representing reportable conditions that should be
communicated to management and the audit committee in ac
cordance with Statement on Auditing Standards (SAS) No. 60,
C om m u n ica tion o f In tern a l C on trol R elated M atters N oted in an
A udit (AICPA, P rofessional Standards, vol. 1, AU sec. 325).

Globalization
Globalization continues to affect the size and appearance of the
leading insurance groups. M any insurers are looking beyond tra
ditional U.S. markets for new opportunities. Well-capitalized Eu
ropean companies are aggressively seeking U.S. insurers, partly
because there are fewer regulatory restrictions overseas. Changes
in the tax code put U.S. companies at a notable disadvantage
with their foreign counterparts, and certain differences exist be
tween the U.S. insurance accounting model and other countries’
accounting models.
U.S. Accounting and International Accounting
Difficulties may arise when the U.S. accounting model is applied
to non-U.S. insurance products, such as unit-linked products or
non-U.S. participating contracts. To address some of those con
cerns, the International Accounting Standards Com m ittee
(IASC), an independent private-sector body, is working to achieve
uniform ity in the accounting principles that are used by busi
18

nesses and other organizations for financial reporting around the
world. A working group of practitioners and industry representa
tives from various countries has been established to develop inter
national accounting standards for insurance transactions. The
project addresses accounting for insurance contracts (or groups of
contracts), rather than all aspects of accounting by insurance en
terprises. The IASC published an issues paper in December 1999
as a first step in the project. You can check on the status of that
issue paper by visiting the IASC Web site at www.iasc.org.uk.
Executive Summary— Tight Labor Market Generating Risks/Globalization

• Unusually high employee turnover and the industry’s inability to fill
open positions in a timely manner can have a serious effect on the
insurer’s internal control and financial reporting and accounting sys
tems. You may want to consider these issues in planning and per
forming the audit and in assessing internal control.
• Globalization continues to affect the size and appearance of the lead
ing insurance groups.
• The IASC published an issues paper in December 1999 as a first step
in creating uniform accounting for insurance contracts. You can
check the status of this project at www.iasc.org.uk.

Life and Health Sector
Generally, earnings throughout the life and health sector are ris
ing, capital is growing, and asset quality is improving. Mergers,
acquisitions, demutualizations, and restructurings continue to re
shape the industry. Companies are expanding distribution capa
bilities and implementing new technologies.
Consumers’ and investors’ expectations, which are more sophisti
cated than in the past, have helped grow and reshape the tradi
tional life insurance line of business, which has been very modest
over the past few years. Expenses connected to traditional life in
surance products remain relatively high compared with expenses
connected to newer products.
Annuity deposits and sales of corporate-owned and bank-owned
life insurance products continue to be the dom inant products
19

being sold in the life and health insurance industry. The annuity
product line has benefited the most from the changing retirement
savings arena. Variable annuities in particular have benefited
from favorable market conditions.
Annuity Products W ith Nontraditional Terms
Annuity products with nontraditional terms continue to grow at
a rapid pace. These products m ay have both fixed and variable
features, or other nontraditional features, such as the following:
• Variable an nuity contracts w ith a guaranteed return of
principal, or a guaranteed return of principal plus m ini
mum stated interest rate
• Fixed-annuity contracts w ith a guaranteed m inim um in
terest rate plus a contingent return based on some internal
or external index, most often the Standard & Poor’s 500
Stock Index (equity indexed annuities)
•

Contracts that provide for the return of principal and in
terest if held until maturity, or a specified “market-adjusted
value” if surrendered at an earlier date (market-value-ad
justed annuity)

It is now common practice for annuity companies to entice in
vestors looking for higher returns with sales inducements. For ex
ample, in recent years, insurance companies started offering an
increased interest crediting rate, or “teaser interest” rate, in the
initial period(s) of an annuity contract, as a way of attracting new
business. At the end of that period, the crediting rate is reset to
renewal rates equal to or lower than renewal rates on nonteaser
interest annuities. A common example of a teaser interest-prod
uct is a fixed, single-premium deferred annuity that offers an ad
ditional 1 percent crediting rate in the first policy year. A similar
sales inducement would be a back-ended bonus provision earned
by the customer after a specified period of time. Such provisions
are also called p ersisten cy bonuses.
The features, including the accounting aspects, of these nontradi
tional contracts are many and complex. Accordingly, you should
be alert to the existence of these new products and sales induce20

ments. The AICPA Accounting Standards Executive Committee
(AcSEC) is currently studying the accounting and reporting issues
associated with these new products. In addition, the Financial Ac
counting Standards Board (FASB) Derivatives Implementation
Group (DIG) is addressing the accounting issues related to certain
insurance-related products.
SEC ex a m in in g v a ria b le a n n u ities. The Securities and Exchange
Commission (SEC) has been focusing on these products and has
cited a number of companies that sold variable annuities for not
adhering to regulations governing the sales of those products. Ad
ditionally, the SEC has posted an online brochure on its Web site
(www.sec.gov) to help investors better understand the benefits,
risks, and cost of variable annuities, which have become more
complex in the past year.
Managed Care
Numerous life insurance enterprises also engage in the managed
care business. M any managed care companies are experiencing an
upswing in their financial performance. Helping profit margins
are premium increases, as well as a decrease in the length of hos
pital stays, which have offset rising expenses, such as increasing
pharmaceutical costs. In addition, a number of health m ainte
nance organizations (HM O s) have been leaving the M edicare
m arket because o f low reim bursem ent rates from the govern
ment. These Medicare exits also have helped profit margins.
Increasingly, managed care companies are facing lawsuits brought
by doctors and hospital groups. HMOs are being accused of un
fair business practices, refusal to pay claims, unnecessarily deny
ing claims, delaying payments, and breach of contract. The U.S.
Supreme Court recently disallowed patients from using federal
law to sue their HMOs. This decision could result in an increase
in HM O lawsuits filed in state courts.
Mutual Insurance Company Restructuring
The difference between m utual insurance enterprises and stock
insurance enterprises is attributable to the differences in owner
ship. The mutual enterprise is owned by policyholders whose in
21

surance contracts provide their rights as insureds and as members
of the mutual insurance enterprise. M any mutual insurance enter
prises are seeking enhanced financial flexibility and better access
to capital markets to support long-term growth and accomplish
strategic initiatives.
In light of these economic factors, as well as increased competi
tion and regulatory considerations, certain m utual insurance
companies have demutualized or formed mutual insurance hold
ing companies (M IH C). Currently, the trend has been more sub
stantial in the life insurance industry than in the property
casualty industry. Almost all states have some form of demutual
ization statute. Typically, these laws contemplate a direct or full
reorganization of the m utual insurer to a stock form. In accor
dance with some demutualization statutes, eligible policyholders
receive policy credits, stock, policyholder benefits, cash, or sub
scription rights as consideration for their membership interest.
An alternative to demutualization is for a mutual insurance enter
prise to form an M IH C in jurisdictions that permit this kind of
organization. The m utual insurer is converted to a stock enter
prise and becomes a stockholder-owned entity that operates as a
subsidiary of the newly formed M IH C. All of the initial stock of
the reorganized enterprise is issued to the M IH C, and governance
of the M IH C is established by the former mutual insurance enter
prise’s board of directors. Most of the past demutualizations and
at least one of the past M IH C conversions have been accompa
nied or followed by an initial public offering. AcSEC is scheduled
to release a final Statement of Position (SOP) on the accounting
and reporting issues associated with these transactions by the end
of 2000. See the AICPA Web site at www.aicpa.org for the status
of this AcSEC project.
Executive Summary— Life and Health Sector

• Generally, earnings throughout the life and health sector are rising,
capital is growing, and asset quality is improving. Mergers, acquisi
tions, demutualizations, and restructurings continue to reshape the
industry. Companies are expanding distribution capabilities and im
plementing new technologies.
22

• Annuity products with nontraditional terms continue to grow at a
rapid pace. These products may have both fixed and variable features
or other nontraditional features.
• You should be alert to the existence of these nontraditional annuity
products and to the existence of related sales inducements.
• The SEC has been focusing on nontraditional annuities and has
cited a number of companies that sold variable annuities for not ad
hering to regulations governing the sales of those products.
• Many managed care companies are experiencing an upswing in their
financial performance. Helping profit margins are premium in
creases and a decrease in the length of hospital stays.
• A number of HMOs have been leaving the Medicare market because
of low reimbursement rates from the government.
• Increasingly, managed care companies are facing lawsuits brought by
doctors and hospital groups.
• Certain mutual insurance companies have demutualized or formed
MIHCs.
• AcSEC is scheduled to release a final SOP on the accounting and re
porting issues associated with these transactions by the end of 2000.
See the AICPA Web site at www.aicpa.org for the status of this project.

Property Casualty Sector
The property casualty insurance industry appears to be burdened
by overcapacity, leading to flat earnings and a prolonged soft
market. Net income in the industry has been falling dramatically
from the prior year. The decline in net income reflects not only
deterioration in underwriting results, but also a decrease in real
ized capital gains. Net losses on underwriting have worsened de
spite acceleration in prem ium growth and lower catastrophe
losses. These net losses therefore reflect a growth in overall loss
and loss-adjustment expenses that exceeds premium growth. In
surers’ underwriting results will continue to deteriorate as long as
prior-year reserves develop unfavorably and outpace premium
growth. In response, insurance companies have begun raising
rates in most commercial lines and some personal lines.
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Disappointing investment income in the first half of 2000 did
not help an insurance industry that has traditionally relied on in
vestment gains to overcome underwriting losses during soft mar
kets. Under current economic conditions, insurers apparently
will not be able to rely on investment income to help offset poor
underwriting decisions and pricing.
A series of catastrophic storms struck twelve states in April and
M ay of 2000 and have negatively affected financial results for
many insurers. Insurers with a heavy concentration of business in
the Midwest are most likely to be affected. Also, some insurance
companies that write auto policies have been experiencing in 
creased expenses, reflecting higher medical and auto repair costs.
Unicover Managers Inc.
The workers’ compensation business written through the U ni
cover Managers Inc. (now Cragwood Managers LLC) pool gener
ated gross underw riting losses estim ated at over $1 billion.
Consequently, insurers involved in the Unicover pool have suf
fered class-action lawsuits, a drop in ratings, and a drop in earn
ings. The Unicover difficulties have contributed to a tighter and
more careful reinsurance market as well as a decline in the highrisk worker's compensation reinsurance market.
Securitization and Alternative Risk Vehicles
Property and casualty insurers are exploring the capital markets as
a w ay to finance risks and provide liq uid ity needed to expand
their businesses. Insurers are looking to the capital markets as an
alternative to traditional reinsurance. Some of the products in
clude catastrophe-linked structured notes and traded catastrophe
options. Reinsurers also are looking at opportunities in the capi
tal markets and have begun assuming capital-market risks, such
as protecting companies against financial risk from foreign ex
change and commodity price changes.
Auditors need to evaluate these kinds of transactions carefully to
determine whether management has accounted for such transac
tions under the insurance or reinsurance generally accepted ac
counting principles (GAAP) models, or as financial instruments.
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Bermuda/Legislation
Some believe that the flexibility and spontaneity of the Bermu
dan marketplace are the reasons why the island has grown into
one of the w orld’s most im portant reinsurance com pany loca
tions. Bermuda m aintains a less restrictive regulatory environ
ment relative to the United States. Insurers and other companies
located in Bermuda can operate without having to endure inter
ference from international financial monitoring bodies, such as
the Organization for Economic Cooperation and Development
(OECD).
On June 26, 2000, the OECD released a report containing a list
of jurisdictions it considers to be tax havens (Bermuda was in
cluded on that list). One of the criteria for gaining this tax-haven
status is if a country imposes no or nominal taxes and offers itself
as a place to be used by nonresidents to escape taxation. The
OECD’s action has no connection with the U.S. Congress’s ef
forts to close so-called tax loopholes for U .S.-based insurance
companies operating in Bermuda or other foreign countries.
That congressional effort is in the form of bill H.R. 4192. This
bill would amend the Internal Revenue Code of 1986 to prevent
domestic non-life insurance companies from using reinsurance
with foreign persons to evade U.S. income taxation. H.R. 4192
would impose an additional tax on U.S.-based insurance compa
nies operating in Bermuda or other foreign locations. The pro
posal is stalled in the House Ways and Means Committee.
If these matters are of interest to you, you can keep abreast of
their status by visiting the following Web sites:
• U .S. House of Representatives H .R . 4192 status,
thom as.loc.gov/cgi-bin/bdquery/z?d 106:H R 0 4 192:@@@L&summ2=m&
•

OECD tax haven report, www.oecd.org/daf/fa/first_en.htm

Executive Summary— Property Casualty Sector

• The property casualty insurance industry appears to be burdened by
overcapacity, leading to flat earnings and a prolonged soft market.
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Net income in the industry has been falling dramatically from the
prior year, reflecting a deterioration in underwriting. In response, in
surance companies have begun raising rates in most commercial
lines and some personal lines.
A series of catastrophic storms struck twelve states in April and May
of 2000 and have negatively affected financial results for many in
surers. Insurers with a heavy concentration of business in the Mid
west are most likely to be affected.
The Unicover Managers Inc. difficulties have caused a decline in the
worker’s compensation reinsurance market, class action lawsuits, a
drop in ratings, and a drop in earnings.
Auditors need to evaluate certain capital market transactions care
fully to determine whether such transactions should be accounted
for under the insurance or reinsurance GAAP models or as financial
instruments.
On June 26, 2000, the OECD released a report containing a list of
jurisdictions it considers to be tax havens.
A proposed bill, H.R. 4192, would impose an additional tax on
U.S.-based insurance companies operating in Bermuda or other for
eign locations.

Audit and Accounting Issues in the Spotlight
The latest news on hot audit and accounting topics

Reinsurance Arrangements
Reinsurance is an important part of many insurance companies’
business, and accordingly, it is important for auditors to obtain
an understanding of the reinsurance programs of the insurance
companies they audit. The lack of an adequate reinsurance pro
gram may expose an insurance enterprise to unwanted or exces
sive risks that can jeopardize its financial stability, particularly if
its risks are concentrated by type or geographic area. In contrast,
excessive reinsurance coverage can significantly reduce the mar
gins available to cover fixed expenses.
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Integrated risk products have been gaining popularity. Typically,
the insurer identifies a nontraditional risk that correlates with the
insured’s earnings and packages such risk within a broader insur
ance policy. Often, the non-traditional risk may influence the re
tention levels of the traditional insurance product. Non-traditional
insurance risks include commodity prices, such as oil, S&P index
levels, or foreign currency risk.
Accounting guidance for most integrated risk products is unclear
and is currently being addressed by an AICPA task force. For
m any integrated risk products sold today, it is possible that the
portion of coverage provided for uninsurable risks (for example,
commodity price) could be fully funded within the overall policy,
comparable to m ulti-year retrospectively-rated policies, and as
such be subject to the provisions of Emerging Issues Task Force
(EITF) Issues No. 93-6, “Accounting for Multiple-Year Retro
spectively Rated Insurance Contracts by Ceding and Assuming
Enterprises,” and No. 93-14, “Accounting for Multiple-Year Ret
rospectively Rated Insurance Contracts by Insurance Enterprises
and Other Enterprises,” and raise risk transfer issues. Addition
ally, such non-traditional coverage could be considered an em
bedded derivative thereby requiring bifurcation under FASB
Statem ent No. 133, A cco u n tin g f o r D eriv a tiv e In stru m en ts a n d
H ed gin g A ctivities.
Risk Transfer Issues
Paragraph 9 of FASB Statement No. 113 provides the following
two risk transfer conditions, both of which must be met for shortduration reinsurance contracts to be accounted for as reinsurance:
1. The reinsurer assumes significant insurance risk under the
reinsured portions of the underlying insurance contracts.
2. It is reasonably possible that the reinsurer may realize a sig
nificant loss from the transaction.
Long-duration reinsurance contracts require only the following
to meet risk transfer criteria:
It must be reasonably possible for the reinsurer to realize sig
nificant loss from assuming insurance risk, as that concept is
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contemplated in FASB Statement No. 60, A ccounting an d Re
portin g by Insurance Enterprises, and FASB Statement No. 97,
A ccounting an d R eporting by Insurance Enterprises fo r Certain
Long-Duration Contracts and fo r Realized Gains an d Losses from
the Sale o f Investments.
FASB Statement No. 97 and FASB Statement No. 113 explicitly
provide that long-duration life and health insurance contracts
that do not indemnify against mortality or morbidity risk should
be accounted for as investment contracts as defined and described
in FASB Statement No. 97. Other reinsurance contracts that do
not meet the conditions for reinsurance accounting should be ac
counted for as deposits. Auditors should carefully evaluate all sig
nificant contracts for risk transfer.
For m any reinsurance contracts, a great deal of judgm ent is re
quired and it m ay be difficult to determ ine w hether the risk
transfer conditions are met, particularly for multiple-year, retro
spectively rated reinsurance contracts w ith one or more ad
justable features and contracts w ith undefined terms. Such
contracts have become increasingly complex, containing m any
varieties of terms and features that may influence the assessment
of risk transfer. Consideration should be given to the guidance in
EITF Issue No. 93-6 and No. 93-14, and EITF Topic D-79, Ac
co u n tin g f o r R etroactive In su ran ce C ontracts P u rch a sed by E ntities
O ther Than Insurance E nterprises, when accounting for and evalu
ating risk transfer or difficult contracts.
Reserve Guarantees
The FASB made two staff announcements at EITF meetings, one
in November 1996 and one in November 1997, regarding the ac
counting by the purchaser for a seller’s guarantee of the adequacy
of liabilities for the losses and loss-adjustment expenses of an in
surance enterprise acquired in a purchase business combination.
The announcements can be found in EITF Topic D-54, A ccount
in g by th e P urchaser f o r a S ellers G uarantee o f th e A dequacy o f Lia
b ilities f o r Losses a n d Loss A d ju stm en t Expenses o f a n In su ra n ce
E nterprise A cquired in a P urchase Business C om bin ation , and pro
vide guidance on the applicable accounting guidance for those
transactions.
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Reinsurance Recoverables
An important audit procedure in the reinsurance area is the eval
uation of credit risk related to reinsurance recoverables. The
AICPA Audit and Accounting Guide A udits o f P roperty a n d Lia
b ility In su ra n ce C om panies discusses the controls or procedures
that ceding companies should implement to evaluate and moni
tor the financial stability of assuming companies. In addition, the
AICPA Audit and Accounting Guide L ife a n d H ealth In su ran ce
E ntities provides guidance on auditing reinsurance for life and
health insurance enterprises.
Disclosures About Reinsurance
You should consider whether management’s disclosures of con
centrations of credit risk associated with reinsurance receivables
and prepaid reinsurance premiums are adequate as required by
the provisions of paragraph FASB Statement No. 107, D isclosures
a b o u t F air Value o f F in a n cia l In stru m en ts, as amended by FASB
Statem ent No. 133. Furthermore, auditors of financial state
ments of publicly held insurance companies should be aware that
the SEC staff has expressed concern about the adequacy of disclo
sures regarding reinsurance arrangements.
The SEC staff expects registrants with material reinsurance recov
erables to disclose information about the composition and qual
ity of the asset balances. M eeting the SEC staff expectations may
involve the identification of individually material reinsurers and
may also require disclosure of the reinsurers’ related balances. If
the aggregate recoverable consists prim arily of numerous small
balances, breakdowns of the aggregate balance according to
claim s-paying ratings also m ay be necessary. Significant delin
quent balances and allowances for uncollectible amounts should
be disclosed, as should significant transactions and balances with
related parties.
Reinsurance Arrangements and Statutory Capital and Surplus
Paragraph 60(h) of FASB Statement No. 60 requires that finan
cial statements contain disclosures regarding the amount of statu
tory capital and surplus o f insurance enterprises calculated
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pursuant to state-m andated statutory accounting principles
(SAP). Auditors of insurance enterprises should carefully review
reinsurance agreements. M anagement m ay need to correspond
directly with state insurance departments for auditors to have suf
ficient evidence that material amounts of reserve credits used to
reduce statutory reserves and increase the insurance enterprise’s
statutory capital and surplus have been properly computed in ac
cordance with state laws. Most state insurance laws prohibit in
surance enterprises from recognizing reserve credits pursuant to
reinsurance agreements that do not transfer a sufficient amount
of risk to the reinsurer. If material amounts of reserve credits as
sociated w ith reinsurance arrangem ents do not qualify under
state law, statutory capital and surplus m ay be m aterially m is
stated. Further, failure to meet the state’s m inimum capital and
surplus requirements can lead to state-imposed restrictions on the
enterprise’s ability to sell insurance products in the state and to
distribute dividends and m ay call into question an enterprise’s
ability to operate as a going concern. In these situations, auditors
should refer to SAS No. 59, The Auditor's C onsideration o f an En
tity's A bility to C ontinue as a G oing C oncern (AICPA, P rofessional
Standards, vol. 1, AU sec. 341).
Reinsurance Assumed and Participation in Underwriting Pools
Unicover’s difficulties as well as other recent industry events have
highlighted the business risk that reinsurers and insurers may be
exposed to when they do not develop adequate insight into insur
ance risks assumed from others. For example, the reinsurers of the
Unicover pool seem to have overrelied on the representations of
agents. Furthermore, pricing analyses of reinsurance assumed can
be complex because insurance risks are sometimes transferred
through several parties. Therefore, it may become difficult to as
sess the nature of the loss exposures retained by an assuming en
tity. Similar to the potential business risk created when an insurer
unduly relies on the underwriting of others, financial statement
risk is increased when an insurance entity unduly relies on finan
cial information provided by ceding companies.
For entities that assume material amounts of business, you may
want to gain an understanding of their applicable underwriting
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and claims processes. Additionally, you may want to obtain an un
derstanding of procedures for assessing the accuracy and reliability
of data received from the ceding companies. If internal controls
are deemed to be deficient, substantive tests may need to be per
formed to obtain assurance regarding the accuracy and reliability
of the data received from the ceding companies and determine
whether the weakness identified represents a reportable condition.
For specific audit considerations, refer to SOP A uditing P roperty
a n d L iability R einsurance and SOP A uditing L ife R einsurance. Par
ticipation in insurance underwriting pools, associations, and syn
dicates is sim ilar to reinsurance, and accordingly, the SOPs’
guidance should generally be applied when auditing these areas.
Executive Summary— Reinsurance Arrangements

•

•

•
•

•

•

Integrated risk products have been gaining popularity. Accounting
guidance for most integrated risk products is unclear and is currently
being addressed by an AICPA task force.
Certain reinsurance contracts, such as nonassumption reinsurance
and multiple-year, retrospectively rated reinsurance, may be difficult
to evaluate in determining whether FASB Statement No. 113 risk
transfer conditions are met, in order to apply reinsurance account
ing. You should carefully evaluate all significant contracts.
EITF Topic D-54 provides guidance about reserve guarantees.
The SEC staff expects registrants with material reinsurance recover
ables to disclose information about the composition and quality of
the asset balances.
Management may need to correspond with state insurance depart
ments for auditors to have sufficient evidence that material amounts
of reserve credits used to reduce statutory reserves and increase the
insurance enterprise’s statutory capital and surplus have been prop
erly computed in accordance with state laws.
For entities that assume material amounts of business, you may want
to gain an understanding of their applicable underwriting and
claims processes. Additionally, you may want to obtain an under
standing of procedures for assessing the accuracy and reliability of
data received from the ceding companies.
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Liabilities for Unpaid Claims
The liability for unpaid claims is inherently a high-risk audit area
for several reasons. First, the liability is significant to property and
casualty insurers’ balance sheets and earnings. Second, estimating
the amount to report is usually highly subjective. Finally, history
shows that these estimates w ill change continuously for long
tailed businesses.
A number of conditions may be particularly indicative of a higher
risk audit. They include the circumstances described in the fol
lowing sections.
Exposure to Environmental and Asbestos-Related Claims
The ultimate exposure of insurers to environmental and asbestosrelated claims is subject to an unusually high degree of uncer
tainty. Since the early 1980s, certain environmental and asbestos
exposures have been a major concern for insurance enterprises.
There is still significant uncertainty surrounding defendant activ
ity, unresolved coverage issues, and policy and claim data avail
ability issues for many insurers.
FASB Statement No. 113 requires that the assets and liabilities re
lating to reinsured contracts be recorded on a gross basis without
netting of reinsurance receivables against claim reserves. FASB
Statement No. 5, A ccounting f o r C ontingen cies, and SEC Staff Ac
counting Bulletin (SAB) No. 92, A ccou n tin g a n d D isclosures R elat
in g to Loss C o n tin gen cies, provide that if there is at least a
reasonable possibility that a loss, exceeding amounts already rec
ognized, m ay have been incurred and the am ount of the loss
would be material, the enterprise must do one of the following:
1. Disclose the estimated additional loss or range of loss
2. State that the loss cannot be estimated
Disclosure of the gross amounts of reasonably possible losses is re
quired. Disclosure of the gross amounts of the reasonably possi
ble reinsurance recoveries m ay be made, but care should be
exercised to avoid misleading implications about the likelihood of
the realization of such recoveries. Auditors of insurance enter
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prises that face environmental and asbestos claims should care
fully evaluate whether the accounting and disclosure require
ments of SOP 94-5, D isclosures o f C ertain M atters in th e F in a n cial
S tatem ents o f In su ran ce E nterprises, FASB Statement No. 5, and
SAB No. 92 have been met.
Estimating Environmental Claim Losses
As indicated in SAB No. 92, an insurance enterprise that is esti
m ating reserves for environmental contamination claims should
consider available evidence, including a particular policyholder’s
prior experience in the remediation of contaminated sites, other
companies’ clean-up experience, and data released by the Envi
ronmental Protection Agency or other organizations. The contin
ued expansion of environm ental databases has resulted in the
availability of more information to support a reasonable estimate
of the amount or range of loss. W hen evaluating an insurance en
terprise’s reserves for environmental contamination claims, you
should consider the evidence currently provided by these ex
panded environmental databases.
Furthermore, the auditors of publicly held insurance companies
should consider whether the disclosures are in accordance with
the requirements of SAB No. 87, Views on C on tin gen cy D isclosures
on P roperty-C asualty Insurance R eserves f o r U npaid C laim Costs.
Long-Term Exposures
Long-term exposures (commonly referred to as mass tort expo
sures) involve bodily injury or property damage that arises from
and is related to exposure over time to any alleged toxic, harmful,
or defective material, device, substance, agent, activity, or condi
tion, including but not lim ited to chemicals, drugs, petroleumbased products, pharm aceutical products, m edical devices,
radiation, noise, electromagnetic fields, or repetitive motion. Re
cent reports indicate that insurers may be liable to cover certain
long-term exposures that range from tobacco-related illnesses to
injuries caused by use of computer equipm ent, such as carpal
tunnel syndrome. The extent to which claims will be made by to
bacco companies on their insurance carriers remains unclear. You
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should consider these potential exposures when evaluating a
company’s loss reserves and adequacy of related disclosures.
Changes in Product Mix to More Long-Tail Lines of Business
and New Lines of Business
Changing to more long-tail businesses or new businesses would
usually indicate more uncertainty in determining the ultimate ex
posure to claims. This would include new lines of business that
the insurance enterprise has not written in the past. You may want
to explore whether the insurance enterprise has added underwrit
ers and actuaries that have experience in this new business.
Intense Price Competition and Unexplained Premium Growth
Intense price competition may lead to unsound pricing, credit
ing, or dividend policies that m ay be evidence for unexplained
premium growth. M arket pressures m ay lead insurers to accept
unanticipated risks or to price risks inappropriately, which also
could affect the recoverability of deferred acquisition costs and re
sult in premium deficiencies. You may wish to review the pricing
files to see how the price being offered for a product compares to
the actuarial-determined price.
Participation in Involuntary Pools
Insurance enterprises continue to be exposed to large amounts of
claims through their participation in involuntary pools and asso
ciations. This factor may indicate increased exposure to loss de
velopment from previously reported results.
Auditing Advice
SAS No. 57, A uditing A ccou n tin g Estimates (AICPA, P rofessional
Standards, vol. 1, AU sec. 342), provides guidance to auditors on
obtaining and evaluating sufficient competent evidential matter
to support significant accounting estimates in an audit of finan
cial statements in accordance w ith generally accepted auditing
standards (GAAS). SOP 92-4, A uditing Insurance E ntities’ Loss Re
serves, provides guidance to help auditors understand the loss-re
serving process and to develop an effective audit approach when
auditing loss reserves of insurance entities.
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W hen auditing loss reserves, auditors may want to pay particular
attention to management's support of recorded reserves as its best
estimate. Given the SEC’s focus on management’s support of es
timates and the pending statutory requirement for management
to record its best estimate for each line of business (through Cod
ification), the auditor should consider addressing perceived defi
ciencies in this area with management and the audit committee.
Help Desk—The AICPA Practice Aid Auditing Estimates and
Other Soft A ccounting Inform ation (Product No. 010010kk)
provides guidance for handling the audit problems related to
the audit of soft accounting information, including how SAS
No. 57 may be applied by practicing auditors. To obtain this
Practice Aid, call the AICPA Member Satisfaction Department
at (888) 777-7077.
Executive Summary— Liabilities for Unpaid Claims

• As an auditor of insurance enterprises that face environmental and
asbestos claims, you should evaluate whether the accounting and
disclosure requirements of SOP 94-5, FASB Statement No. 5, and
SAB No. 92 (publicly held companies only) have been met.
• When evaluating reserves and disclosures related to environmental
contamination claims, you should consider the evidence provided by
environmental databases and the requirements of SAB No. 87 (pub
licly held companies only).
• You may want to consider the effect of tobacco-related illnesses and
injuries related to extensive computer use when evaluating a com
pany’s loss reserves and the adequacy of related disclosures.
• You should be alert to unsound pricing, crediting, or dividend poli
cies, evidenced by unexplained premium growth.
• You should be familiar with the guidance contained in SAS No. 57
and SOP 92-4 when auditing loss reserves.

Accounting for Derivative Instruments and Hedging Activities
Amendment to FASB Statement No. 133
In June 2000, after numerous business entities reported problems
implementing FASB Statement No. 133, A ccou n tin g f o r D eriva35

tiv e In stru m en ts a n d H ed gin g A ctivities, the FASB issued an
amendment. FASB Statement No. 138, A cco u n tin g f o r C ertain
D eriva tive In stru m en ts a n d C ertain H ed gin g A ctivities, addresses
those concerns. The newly issued provisions will help more enti
ties easily implement FASB Statement No. 133.
The amendment to FASB Statement No. 133 relaxes restrictions
on cross-currency hedges, which FASB Statement No. 133 had
effectively prohibited. In addition, the amendment expands the
normal purchases and normal sales exception, redefines the spe
cific risks that can be hedged, and allows the use of intercompany
derivatives as hedging instruments in certain situations.
Interest-Rate Risk
The reasoning behind the am endm ent provisions relates to
hedges of interest-rate risk and hedges of foreign-currency-de
nominated assets and liabilities. Before this amendment, FASB
Statement No. 133 permitted the market interest rate, defined as
the risk-free rate plus the credit sector spread, to be designated as
the hedged risk in a hedge of interest-rate risk. The problem was
that in some cases the derivatives available for hedging interestrate risk were based on a definition of interest rates that did not
include the sector spread. Therefore, the definition in the amend
ment now permits the use of a benchmark interest rate that ex
cludes the sector spread. This enables entities to hedge
interest-rate risk with available derivative products.
Hedges o f Foreign Currency Items
In addition, the amendment relaxes FASB Statement No. 133’s re
strictions on hedging recognized foreign-currency-denominated
assets and liabilities. FASB Statement No. 133 prohibits hedging
items remeasured with changes in fair value reported in earnings.
That notion was extended to hedges of foreign-currency instru
ments remeasured at current spot exchange rates with the result
ing gain or loss reported in earnings. However, a measurement
anomaly existed for certain foreign-currency instruments in which
remeasurement at spot exchange rates did not represent fair value.
Earnings volatility resulted when the changes in those foreigncurrency items were compared w ith changes in the derivative
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hedging instrum ent, which is required to be measured at fair
value. Such volatility is mitigated by the amendment provisions
permitting recognized items to be designated as hedged items.
FASB Statement No. 133 Implementation Guidance Available
The FASB created a task force known as the Derivatives Imple
mentation Group (DIG) to help answer significant questions that
companies will face when they begin implementing FASB State
ment No. 133.
The DIG has issued guidance on numerous FASB Statement No.
133 im plem entation issues. This guidance can be found and
downloaded at the FASB Web site at www.fasb.org. Some of the
many topics addressed by the implementation group include—
• Embedded derivatives: variable annuity products and poli
cyholder ownership of the assets.
• Embedded derivatives: identification of the host contract
in a nontraditional variable annuity contract.
• Embedded derivatives: clearly and closely related criteria
for market value adjusted prepayment options.
• Embedded derivatives: equity-indexed life insurance contracts.
Formal Documentation Under FASB Statement No. 133
Upon adoption of FASB Statement No. 133, an entity is required
to designate all hedging relationships anew and must com ply
with the formal documentation requirements of the standard as
of the date of adoption. The standard stresses the need for the for
mal documentation to be prepared contemporaneously with the
designation of the hedging relationship. The items the formal
documentation must identify include the following:
• The entity’s risk management objectives and strategies for
undertaking the hedge
• The nature of the hedged risk
• The derivative hedging instrument
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• The hedged forecasted transaction
• A description of how the entity will assess hedge effectiveness
If the hedged item is a forecasted transaction, the documentation
of the hedged item must be sufficiently specific that when a trans
action occurs, it is clear whether or not that particular transaction
is the hedged transaction. The documentation also must specify
the method to be used for assessing hedge effectiveness. FASB
Statement No. 133 requires that an entity use the chosen method
consistently throughout the hedge period to assess, at inception
of the hedge and on an ongoing basis, whether it expects the
hedging relationship to be highly effective in achieving offset and
to determine hedge ineffectiveness.
The SEC staff has challenged the appropriateness of hedge ac
counting when registrants have not complied with FASB State
ment No. 133 s formal documentation requirements.
Transfers o f Securities at Date of Initial Application
Under the transition provisions of FASB Statement No. 133 (see
paragraph 54), an entity m ay transfer, at the date of initial appli
cation of FASB Statement No. 133, any debt security classified as
held-to-maturity pursuant to FASB Statement No. 115 into the
available-for-sale category or the trading category. Such reclassifi
cation shall not call into question an entity’s intent to hold other
debt securities to m aturity in the future. The transition provi
sions further require that the unrealized holding gain or loss on a
transferred held-to-m aturity security be reported as part of the
cumulative-effect-type adjustment of net income if transferred to
the trading category, or as part of the cumulative-effect-type ad
justm ent of accumulated other comprehensive income if trans
ferred to the available-for-sale category.
The SEC staff believes that any security transferred from held-tom aturity pursuant to the adoption of FASB Statement No. 133
and sold in the same reporting quarter should have been trans
ferred to the trading category. Thus, any unrealized gain or loss
on the security that exists on the date of transfer would be re
ported in net income as part of the cumulative effect of adopting
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FASB Statement No. 133 and not included in the gain or loss on
the sale of the security.
Disclosing the Effect o f Adopting New Accounting Standards
SAB No. 74 requires SEC registrants to disclose the effect of
adopting pending accounting standards. AICPA Auditing Inter
pretation No. 3, “The Impact on an Auditors Report of an FASB
Statement Prior to the Statement’s Effective Date,” of AU Section
410, A dherence to G enerally A ccepted A ccounting P rinciples (AICPA,
P rofessional Standards, vol. 1, AU sec. 94l0.13-.18), states—
For financial statements that are prepared on the basis of ac
counting principles that are acceptable at the financial-state
ment date but that will not be acceptable in the future, the
auditor should consider whether disclosure of the impending
change in principle and the resulting restatement are essential
data. If he decides that the matter should be disclosed and it is
not, the auditor should express a qualified or adverse opinion
as to conformity with GAAP...
Given the potential significance of FASB Statement No. 133 to
GAAP-basis financial statements, appropriate disclosures m ay
need to be developed by management for 2000 financial state
ments regarding plans for adopting the new accounting standard
and the potential effect, if known.
Assisting Your Client W ith the Implementation of FASB
Statement No. 133
CPAs may be engaged to provide professional guidance and sup
port regarding an entity’s im plem entation of the provisions of
FASB Statement No. 133. These kinds of services are non attest or
o th er services. The terms n o n a ttest or o th er services include ac
counting and consulting services. W hen your firm performs these
other services for an attest client, the independence rules impose
limits on the scope of your firm’s services. In other words, the ex
tent to which your firm may perform certain tasks w ill be limited
by current AICPA and SEC rules.
AICPA E thics In terp reta tio n No. 101-3. AICPA Ethics Interpre
tation No. 101-3, “Performance of Other Services,” of ET section
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101, In d ep en d en ce (AICPA, P rofessional Standards, vol. 2, ET sec.
101.05), provides guidance to CPAs who help their clients imple
ment FASB Statement No. 133. Interpretation No. 101-3 states:
A member in public practice or his or her firm (“member”)
who performs for a client services requiring independence (“at
test services”) may also perform other nonattest services
(“other services”) for that client. Before a member performs
other services for an attest client, he or she must evaluate the
effect of such services on his or her independence. In particu
lar, care should be taken not to perform management func
tions or make management decisions for the attest client, the
responsibility for which remains with the client's board of di
rectors and management.
A basic principle underlies the application of the AICPA rule on
other services and it is: You m ay not serve— or even appear to
serve— as a member of a client's management. For example, you
may not—
• Make operational or financial decisions for the client.
•

Perform management functions for the client.

•

Report to the board of directors on behalf of management.

In addition, the following are examples of the types of activities
that impair independence:
• Authorizing, executing, or consummating a transaction on
behalf of a client
•

Preparing source documents or originating data (for exam
ple, purchase orders)

•

Having custody of a client's assets

•

Supervising client employees in the performance of their
normal recurring activities

Therefore, it is essential that your firm and the client have a clear
understanding regarding your respective roles before undertaking
engagements to perform other services.
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V aluation services. Your firm may provide valuation services if the
client—
1. Makes or approves all significant judgm ents about your
firm’s service.
2. Can make an informed judgm ent on the results of your
firm’s service.
For instance, your firm may not undertake a valuation engage
ment if the client’s management lacks the relevant business and
industry expertise to evaluate the assumptions used in the ap
praisal or valuation. Similarly, if management cannot judge the
propriety of the results of your services, your firm likely would
have had to make decisions on its client’s behalf, meaning inde
pendence was impaired.
You should refer to the entire text of Interpretation No. 101-3 for
an accurate and complete understanding of which kinds of ser
vices you m ay and m ay not perform for your attest client.
G u id a n ce r e la te d to p u b lic ly h e ld clien ts. The SEC prohibits an
accounting firm from providing valuation services to clients, al
though several practical exemptions have been allowed.
Independence Standards Board (ISB) Interpretation 99-1, Im p a ct
on A uditor In d ep en d en ce o f A ssisting C lients in th e Im plem en tation
o f FAS 133, provides guidance on the auditor independence im 
plications of likely areas of requested assistance, solely regarding
the im plementation of FASB Statement No. 133. The ISB has
concluded that the auditor m ay provide consulting services on
the proper application of FASB Statement No. 133, including as
sisting a client in gaining a general understanding of the meth
ods, models, assumptions, and inputs used in com puting a
derivative’s value. To ensure, however, that the auditor’s indepen
dence is not threatened, as discussed in paragraph 4 of the Inter
pretation, the auditor m ay not prepare accounting entries,
compute derivative values, or be responsible for key assumptions
or inputs used by the client in computing derivative values. The
Interpretation includes illustrative lists of permitted and prohib
ited services.
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IS B e x p o s u r e d r a f t o n a p p r a is a l a n d v a lu a t io n s e r v i c e s d e 
fe r r e d . The project that resulted in ISB Interpretation No. 99-1
made clear the need for general guidance on the extent of assis
tance that auditors can provide to their audit clients when pro
v id in g asset valuation services w ith o u t im p airin g their
independence. Accordingly, the ISB established a task force to
provide guidance on the provision of certain appraisal and val
uation services by auditors and the im pact on the auditor’s in
dependence. The task force’s work included the creation of an
exposure draft of a new standard titled A ppraisal a n d Valuation
S ervices. The ISB decided to defer issuing this exposure draft
because the auditor independence rule-m aking proposals re
leased recently by the SEC included this subject, and their pro
posal is substantially sim ilar to the standards being considered
by the ISB. Consequently, the ISB concluded that issuing its
own exposure draft at this time would not be productive. The
ISB w ill reconsider this decision based on the outcome of the
SEC’s proposal.
SEC's p r o p o s a l o n p r o v id in g v a lu a tio n services. In June 2000, the
SEC proposed sweeping changes to the auditor independence
rules. (See the AICPA general A udit Risk A lert—2000/01 or the
AICPA Audit Risk Alert SEC A lert—2000/01 for further infor
mation.) As part of its proposed rules governing the performance
of nonaudit services, the SEC addressed the performance of valu
ation services for a client. The proposed rule would require that
the auditor is not independent if the auditor provides valuation
services where there is a reasonable likelihood that the results will
be audited by the auditor. The SEC’s proposal is much more re
strictive than existing AICPA rules. Remember that SEC rules
apply only to audits of publicly held entities.
Auditing Derivatives
In Septem ber 2000, the A uditing Standards Board (ASB) is
sued SAS No. 92, A u d itin g D eriv a tiv e In stru m en ts, H ed gin g Ac
tiv itie s , a n d I n v estm e n ts in S ecu r ities (AICPA, P r o fe ssio n a l
S tan d ards, vol. 1, sec. 391). SAS No. 92 supersedes SAS No.
81, A u d itin g In v estm en ts (AICPA, P ro fessio n a l S ta n d a rd s, vol.
1, AU sec. 332), and is effective for audits of financial state
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ments for fiscal years ending on or after June 30, 2001. Early
application of the SAS is permitted.
G u id a n ce f o r a u d ito rs. SAS No. 92 provides guidance for audi
tors in planning and performing auditing procedures for financial
statement assertions about derivative instruments, hedging activ
ities, and investments in securities. The guidance in the SAS ap
plies to—
1. Derivative instruments, as defined by FASB Statement No. 133.
2. Hedging activities in which the entity designates a deriva
tive or a nonderivative financial instrument as a hedge of
exposure for w hich FASB Statem ent No. 133 permits
hedge accounting.
3. D eb t and eq u ity secu rities, as those terms are defined in
FASB Statement No. 115, A ccou n tin g f o r C ertain In vest
m ents in D ebt a n d E quity Securities.
Matters addressed by SAS No. 92 include—
• The need for special skills or knowledge.
•

Consideration of audit risk and materiality.

• Designing substantive procedures based on risk assessment.
SAS No. 92 also discusses hedging activities and management
representation issues.
A u d it G u id e to c o m p le m e n t SAS No. 92. An A udit Guide to
complement the SAS w ill be issued by the ASB soon after the
SAS. The Guide provides practical guidance for im plem enting
the SAS on all types of audit engagements. The suggested audit
procedures contained in the guide do not increase or otherwise
modify the auditor's responsibilities; rather, they are intended to
clarify and illustrate the application of the requirements of SAS
No. 92. The objective of the guide is both to explain SAS No. 92
by providing an in-depth look, and to provide practical illustra
tions through the use of case studies. (More information on the
Audit Guide is presented in the “Auditing Pronouncements and
Guidance Update” section of this Alert.)
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Executive Summary— Accounting for Derivative Instruments and
Hedging Activities

• A new amendment to FASB Statement No. 133 relaxes restrictions
on cross-currency hedges, expands the normal purchases and normal
sales exception, redefines the specific risks that can be hedged, and
allows the use of intercompany derivatives as hedging instruments in
certain situations.
• The FASB Derivatives Implementation Group has issued guidance
on numerous FASB Statement No. 133 implementation issues that
may be of interest to those engaged in the insurance industry.
• Entities must comply with the formal documentation requirements
of FASB Statement No. 133, or risk being challenged on the appro
priateness of their hedge accounting.
• If a security is transferred from held-to-maturity pursuant to the
adoption of FASB Statement No. 133 and sold in the same reporting
quarter, any unrealized gain or loss on the security that exists at the
transfer date would be reported in net income as part of the cumula
tive effect of adopting FASB Statement No. 133.
• Given the potential significance of FASB Statement No. 133 to
GAAP-basis financial statements, appropriate disclosures may need
to be developed by management for 2000 financial statements re
garding plans for adopting the new accounting standard and the po
tential effect, if known.
• AICPA Ethics Interpretation No. 101-3 provides guidance to CPAs
who help their clients implement FASB Statement No. 133.
• A basic principle of Ethics Interpretation 101-3 is that an auditor
may not serve, or even appear to serve, as a member of a client’s
management.
• The SEC prohibits an accounting firm from providing valuation ser
vices to an audit client, although several practical exemptions have
been allowed.
• ISB Interpretation 99-1 provides guidance on the auditor indepen
dence implications of assisting clients in the implementation of
FASB Statement No. 133.
• In September 2000, the ASB issued SAS No. 92, which supersedes
SAS No. 81 and provides guidance on auditing derivatives, hedging
activities, and investments in securities.
• A companion audit guide to SAS No. 92 will be issued.
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Surplus Enhancement
In all audits of GAAP-basis and statutory accounting practices
(SAP) basis financial statements, consideration should be given to
the effects of unusual transactions as well as audit differences on
solvency and the adequacy of the company’s SAP-basis capital
and surplus. You should evaluate transactions that materially af
fect SAP-basis income or surplus, or transactions for which the
proposed effects on SAP-basis financial statements would be sub
stantially different from the effects on GAAP-basis financial state
ments. That evaluation is especially important when an insurer’s
surplus is at or near m inimum levels or if an insurer’s risk-based
capital ratio is at or near a regulatory action or control level.
In addition, you should be alert to significant and unusual trans
actions or events at or near year end that m ay require significant
judgment about the proper accounting treatment, including the
following:
•

Financially oriented reinsurance transactions

•

Parking of securities

• Loaning or borrowing securities
•

Intercompany transactions

• Transactions involving special-purpose entities
• Asset swaps
• Asset reclassifications
•

Other types of potential “window dressing” transactions

Permitted Statutory Accounting Practices
Prescribed SAP are dispersed among the following:
• The insurance laws, regulations, and administrative rulings
of each state
• The NAIC A ccounting P ractices a n d P rocedures manuals
• The NAIC Annual Statement Instructions
45

• The NAIC Financial Condition Examiners Handbook
• The NAIC Purposes and Procedures of the Securities Valu
ation Office M anual
• NAIC committee, task force, and working group minutes
If an insurance company adopts an accounting practice (includ
ing an actuarial practice with accounting implications) that is not
specifically prescribed in one of the aforementioned sources, that
practice often is referred to as a permitted accounting practice. In
that situation, the insurer should have received permission to use
that practice from its dom iciliary insurance department. Never
theless, m any insurers have considered certain accounting prac
tices to be permitted even though they have not received specific
w ritten perm ission from their dom iciliary insurance depart
ments. Companies consider those practices permitted under a va
riety of circumstances, including the following:
• The practice has not been challenged during a regulatory
examination.
• The practice is being used by other insurers.
• The company has notified the insurance department of the
accounting practice but has not received a response.
SOP 94-1, In q u iries o f State In su ran ce R egulators, requires that, if
a permitted accounting practice is material to an insurance en
terprise’s financial statements, the auditor should obtain suffi
cient competent evidential matter to corroborate management’s
assertion that the accounting treatment is perm itted. In m any
situations, that requirement w ill cause the auditor to obtain w rit
ten confirmation, on an annual basis, from the dom iciliary state
insurance department that the accounting practice continues to
be permissible.
If the financial effect of such permitted practices is material, ei
ther individually or in the aggregate, to a company’s SAP-basis
surplus, sufficient com petent evidential m atter should be re
ceived before the issuance of an auditor’s report on either the
company’s GAAP-basis or SAP-basis financial statements. If you
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are unable to obtain such competent evidential matter for mater
ial permitted accounting practices, you should consider a qualifi
cation or disclaimer in your opinion on the GAAP-basis and the
SAP-basis financial statements due to a scope limitation in accor
dance with SAS No. 58, R eports on A udited F in a n cial Statem ents
(AICPA, P rofessional Standards, vol. 1, AU sec. 508).

Money Laundering
Money laundering is the funneling of cash or other funds gener
ated from illegal activities through legitimate businesses to con
ceal the initial source of the funds. Money laundering is a global
activity and, like the illegal activities that give it sustenance, it sel
dom respects local, national, or international jurisdiction. Cur
rent estimates of the size of the global annual “gross m oney
laundering product” range from $500 billion to $1 trillion.
Federal Government Initiative Looks to CPAs to Fight Money
Laundering
A federal government report issued in March 2000 sheds light on
how federal agencies fighting money laundering see CPAs as one
day helping them prevent criminals from converting illicit gains
into cash or goods that can be used legitimately. The National
Money Laundering Strategy for 2000 (www.treas.gov) outlines a
broad government campaign, coordinated with other nations, to
fight money laundering.
R e v ie w in g th e resp o n sib ilities o f CPAs. The strategy calls for a
study group, consisting of the Justice and Treasury Departments,
the Internal Revenue Service, the SEC, the Commodities Futures
Trading Commission, and the Federal Deposit Insurance Corpo
ration, to examine how best to use accountants and auditors in
the detection and deterrence of money laundering. The study
group also plans to review the professional responsibilities of
lawyers and accountants regarding money laundering and make
recommendations— ranging from enhanced professional educa
tion, standards, or rules to legislation— as might be needed.
L egisla tio n in tr o d u ced . Also, a bill, the International CounterMoney Laundering Act of 2000, was introduced in the House of
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Representatives; it contains provisions affecting independent au
ditors (for example, safe harbor for those who report suspicious
activity to the authorities and a prohibition against inform ing
suspects that their activities have been reported). However, the
bill does not explicitly require independent auditors to report sus
picious activities. The AICPA is analyzing the bill’s provisions.
You should look to further communications from the AICPA re
garding the progress of these government initiatives.
Money Laundering and Financial Statements
Money laundering usually results in large quantities of illicit pro
ceeds that need to be distanced from their source as quickly as
possible in an undetected manner. Consequently, it is less likely
that money laundering will be detected in financial statement au
dits than other types of illegal activities. In addition, the activity
is more likely to cause assets to be overstated than understated,
with shorter-term fluctuations, rather than cumulative changes,
in account balances.
Money laundering is considered to be an illegal act with an indirect
effect on financial statement amounts under SAS No. 54, Illega l
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317).
Under SAS No. 54, the auditor should be aware of the possibility
that such illegal acts have occurred. If specific information comes to
your attention that provides evidence concerning the existence of
possible illegal acts that could have a material indirect effect on the
financial statements, you should apply audit procedures specifically
directed to ascertaining whether an illegal act has occurred.
You should also note that laundered funds and their proceeds
could be subject to asset seizure and forfeiture (claims) by law en
forcement agencies that could result in material contingent liabil
ities during prosecution and adjudication of cases.
S ection 10A o f th e S ecurities Exchange A ct o f 1934. The Private Se
curities Litigation Reform Act of 1995, among other things,
amended the Securities Exchange Act of 1934 (the Exchange Act) to
add section 10A. This section requires that each audit under the Ex
change Act include procedures regarding the detection of illegal acts,
the identification of related party transactions, and an evaluation of
48

the issuer’s ability to continue as a going concern. Section 10A also
codified certain then-existing professional auditing standards regard
ing the detection of illegal acts by issuers and imposed expanded
obligations on auditors to report in a timely manner to management
any information indicating that an illegal act has, or may have, oc
curred. The auditor must ensure that the audit committee or board
of directors is adequately informed of an illegal act, as broadly de
fined by section 10A, unless the illegal act is clearly inconsequential.
In addition, section 10A requires the issuer to notify the SEC
w ithin one business day after the auditor informs the issuer’s
board of directors that the auditor reasonably expects to resign
from the audit engagement or to modify its audit report due to
an illegal act that has a material effect on the issuer’s financial
statements for which appropriate remedial action has not been
taken by senior management and the board of directors. If the is
suer does not notify the SEC within that period, then the auditor,
w ithin the next business day, must provide the SEC directly a
copy of the illegal acts report (or documentation of any oral re
port) that it gave to the board. Section 10A provides for cease and
desist and civil money penalties to be imposed against auditors
who willfully fail to provide the required reports.
Executive Summary— Money Laundering

• Money laundering is a global activity in which cash or other funds
from illegal activities are funneled through legitimate businesses to
conceal the initial source of funds.
• The National Money Laundering Strategy for 2000 calls for a study
group to examine how best to use accountants and auditors in the
detection and deterrence of money laundering.
• A bill, the International Counter-Money Laundering Act of 2000,
was introduced in the House of Representatives; it contains provi
sions affecting independent auditors.
• Under SAS No. 54, money laundering is considered to be an illegal
act with an indirect effect on financial statement amounts. The au
ditor does not have a detection responsibility for such illegal acts.
However, auditors should be aware of the possibility that such illegal
acts may have occurred.
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Deferred Acquisition Costs
Under GAAP, commissions, allowances, and other costs that vary
with and are prim arily related to the acquisition of new and re
newal business are generally deferred and amortized. These de
ferred amounts, referred to as deferred acquisition costs (DAC),
are recorded as an asset on the balance sheet and amortized to in
come in a systematic manner based on related contract revenues
or gross profits (or gross margins for SOP 95-1, A ccou n tin g f o r
C ertain In su ran ce A ctivities o f M u tu a l L ife In su ran ce E nterprises,
contracts), as appropriate.
DAC Recoverability and Allocation
Unamortized acquisition costs must be subject to recoverability
and loss-recognition testing. In addition, DAC should be allo
cated to or directly identified with contract types or lines of busi
nesses so that these costs can be amortized over the life of the
related contracts. Some concern exists over DAC recoverability
and DAC allocation methodology. Auditors are reminded to as
sess DAC recoverability and DAC allocation on their audits.
S p ecific a u d it steps. In connection with DAC recoverability and
DAC allocation, the following specific audit procedures can be
performed on an engagement, depending upon the unique cir
cumstances of the engagement:
1. The auditor can review the recoverability of DAC by compar
ing GAAP net premium with gross premiums. For unfavor
able results, review loss recognition studies by line of business
or contract type for possible loss recognition situations.
2. The auditor can review studies comparing actual and pro
jected experience (gross profits, mortality, morbidity, persis
tency, investment yields, and expenses) with those assumed
for adverse deviation from the original assumptions that
may indicate potential loss recognition situations.
3. For identified loss recognition situations, the auditor can
determine that DAC balances are appropriately reduced or
that premium deficiency liabilities are accrued.
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4. The auditor can evaluate reasonableness and consistency of
cost allocations to lines of business or contract types and
obtain explanations for unusual items.
Further Deferred Acquisition Cost Considerations
A m ortization. For investment contracts, universal life-type con
tracts, and participating policies of mutual insurers, FASB State
ment No. 97 and SOP 95-1 require that DAC be amortized over
the life of a book of business at a constant rate based on the pre
sent value of estimated gross profits or margins (EGPs). In con
trast to products accounted for under FASB Statement No. 60,
for which reserving and DAC assumptions are “locked” in unless
premium deficiency/loss recognition is triggered, assumptions
used in the FASB Statement No. 97 and SOP 95-1 calculation of
DAC are “unlocked” and as such, subject to periodic review. Ac
cordingly, for FASB Statement No. 97 and SOP 95-1 products,
management should regularly reevaluate its “best estimates” of
profits and revise DAC calculations as necessary. W ith each re
porting period, DAC amortization should be revised to reflect
the most current estimates of gross profits. In light of current
competitive market conditions and fluctuating interest rates, the
auditor may want to challenge management’s persistency assump
tions and future gross margins incorporated in these analyses.
Because an increasing number of life and annuity policies contain
features that were previously uncommon in traditional policy of
ferings, historical persistency rates may not be indicative of future
persistency rates. Given competitive market conditions in which
the consumer is attempting to maximize yields within their risk
tolerance levels, the life and annuity markets have experienced
high rates of policy replacement, both external and internal, in re
cent years. Accordingly, practitioners may want to challenge persis
tency assumptions used in the calculation of DAC amortization.
W ith the emergence of accommodations to meet competition,
such as increases in crediting rates, bonus interest, persistency
bonuses, immediate bonus credits, and decreases in administra
tive charges to customers, EGPs m ay have declined relative to
prior years. In auditing DAC, the auditor may want to review as
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sumptions used to estimate future gross profits for consistency
w ith m anagem ent’s description of its business as w ell as other
management analyses. If inconsistencies are identified, the audi
tor may want to consider their implications in the determination
of DAC. To the extent it is determined that assumptions used do
not represent m anagem ent’s best estim ate, the auditor should
propose that management adjust those estimates and record any
required adjustment.
D e ferr a l o f costs. To improve reported earnings in this competi
tive market, some insurers have been seeking to expand the scope
of deferrable costs. For costs that are initially being deferred in
the current year, consideration should be given as to whether they
indeed meet the criteria for acquisition costs in FASB Statement
No. 60— that is, they vary with and are prim arily related to the
acquisition of new and renewal insurance contracts. Given the
SEC’s concerns regarding the nature of acquisition costs being
deferred, auditors should carefully consider their procedures in
these situations.
DAC re la ted to in te r n a l repla cem en ts. GAAP concerning the treat
ment of existing DAC related to internal replacements is unclear.
FASB Statement No. 97 requires the write-off of existing DAC
when a FASB Statement No. 97 universal life product replaces a
FASB Statement No. 60 product for an existing policyholder.
However, GAAP is silent about whether to write off or maintain
DAC when a policy is replaced with a comparable product (for ex
ample, a FASB Statement No. 97 product replaces another FASB
Statement No. 97 product). To the extent an insurer follows a pol
icy of maintaining DAC for policies replaced by another, manage
ment should document the rationale for its position and that such
rollover DAC continues to be recoverable. The AICPA is currently
reviewing this matter with the intention of developing guidance
that will eliminate the current diversity in practice.

Deferred Taxes
Auditors are reminded to assess the reasonableness of the deferred
tax asset valuation allowance related to unrealized gains and
losses. Deferred tax assets are reduced by a valuation allowance if,
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based on all available evidence (both positive and negative), it is
more likely than not (a likelihood of more than 50 percent) that
some portion or all of the tax benefit w ill not be realized. The
weight given to the potential effect of negative and positive evi
dence should be commensurate with the extent to which it can be
objectively verified. The valuation allowance should be sufficient
to reduce the deferred tax asset to the amount that is more likely
than not to be realized.

In Focus: Electronic Commerce
An extensive discussion about electronic commerce

Electronic commerce (e-commerce) is an increasingly powerful
force affecting the insurance industry. More insurance entities are
using the Internet or other computer networks as an information
resource or delivery channel. E-commerce encompasses a variety
of services and products, including business-to-business transac
tions conducted through Web-based portals and online insurance
sales and purchases. Providing e-commerce services and products
to customers, whether consumer or business customers, is viewed
by m any in the industry as a necessity.

Forces Driving Enterprises to Develop E-Commerce
Products and Services
W hat is driving the desire of so m any insurance entities to de
velop e-commerce services and products? To be sure, some of the
desire to expand into e-commerce is due to the ubiquitous enthu
siasm for any product or service that uses the Internet. However,
m any in the industry believe that individual and business cus
tomers are looking to conduct their financial business electroni
c ally T hey believe that an increasing num ber of customers,
especially more educated active customers, will want access to fi
nancial services anytime, anywhere. In addition, companies in all
industries are looking to the Internet to conduct their businessto-business commerce more efficiently and cost-effectively. Those
factors are driving insurance enterprises to develop their elec
tronic commerce services and products.
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Help Desk—For further information on e-commerce, read the
Audit Risk Alert E-Business—2000/01. Call the AICPA at
(888) 777-7077 to order your copy.

Risks Associated With Electronic Commerce
The opportunities presented by e-commerce can pose significant
risks to companies. Risks and concerns include—
• Attackers or competitors who may attempt to circumvent a
systems security to obtain access to confidential data, im 
personate legitimate customers, steal proprietary informa
tion, corrupt information, misappropriate funds, and so on.
• Network transactions that are likely to be subject to nu
merous processing steps, translations, and other processes.
These activities introduce such risks as unintentional er
rors, lost transactions, and duplication of transactions.
• Electronic messages that lack traditional identifiers (for ex
ample, letterheads, logos, authorizing signatures, face-toface contact, and the like) and thereby increase the risk
that you m ay unintentionally deal with the wrong party or
with someone impersonating another party.
• The use of digital signatures and other encryption technol
ogy that m ay m itigate transaction authentication risks.
These technologies often require the services of a trusted
individual or trusted system to verify that keys and digital
signatures actually belong to a designated individual (simi
lar to a notary public function or a securities signature
guarantee). There is the risk of abuse of this trusted rela
tionship and a related need for assurance regarding the ac
tivities of the trustee (organization, individual, system, and
so on).
•

Hackers who m ay launch distributed denial of service at
tacks. These attacks can disrupt an entity’s online services,
cause serious financial repercussions, and adversely affect
an entity’s reputation.
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Security
Management is responsible for creating policies and procedures
and systems capable of securing its e-commerce business. E-com
merce security is a very complicated area. Security focuses on nu
merous issues, including authentication, com m unication
integrity, and nonrepudiation. Authentication is about ascertain
ing the true identity of the parties involved in an electronic trans
action. Communication integrity is about ensuring the accuracy
and completeness of the information sent between the e-com
merce parties. Nonrepudiation involves having strong and sub
stantial evidence of the identity of a party, sufficient to prevent a
party from successfully denying the origin, submission, or deliv
ery of the message and the integrity of its contents.
Appendix A to this Alert contains a checklist for best practices for
e-commerce self-defense. CPAs can help clients by offering these
prevention tips for electronic sabotage, or “e-sabotage.”

Advice to Help You Audit in an Electronic Commerce Environment
Electronic commerce may allow for unauthorized access to an en
tity’s financial inform ation processing systems and databases.
Therefore, you may want to evaluate and assess the entity’s inter
nal control over and assess the control risk associated with access
to the financial systems and databases supporting the preparation
of financial statements. W hen making these evaluations, you may
consider—
• Controls over user access to financial information processing
systems, including program changes and access to data files.
•

Controls over the accurate conversion of data to new or up
graded systems and the implications for financial reporting.

• New technology developments and budgets for technology
upgrades.
Testing Controls
Almost all auditors will find it necessary to test the controls over
electronic commerce. You m ay consider the use of computer-as
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sisted auditing techniques to assess the ability of unauthorized ac
cess into the entity’s financial information technology. Moreover,
you may want to consider using continuous audit practices to test
the effectiveness of controls. A continuous audit is defined as a
methodology that enables auditors to provide written assurance
on a subject matter using a series of auditors’ reports issued si
multaneously with, or a short period of time after, the occurrence
of events underlying the subject matter. (The AICPA has pub
lished a Research Report titled C on tin u ou s A uditing, which can
be obtained by calling the AICPA at (888) 777-7077 and asking
for Product No. 02251 0 kk.)
Specific Standards to Consult
SAS No. 55, C onsideration o f In tern a l C on trol in a F in a n cia l State
m en t A udit (AICPA, P rofessional Standards, vol. 1, AU sec. 319),
as amended by SAS No. 78, C onsideration o f In tern a l C ontrol in a
F in a n cia l S tatem ent A udit: An A m endm en t to SAS No. 5 5 (AICPA,
P ro fessio n a l S tandards, vol. 1, AU sec. 319), provides valuable
guidance to auditors assessing internal control surrounding elec
tronic commerce. Additionally, SAS No. 31, E vidential M atter, as
amended by SAS No. 80, A m en dm en t to S ta tem en t on A u d itin g
Standards No. 31, Evidential M atter (AICPA, P rofession al Stan
dards, vol. 1, AU sec. 326), provides guidance for auditors who
have been engaged to audit an entity’s financial statements when
significant information is transmitted, processed, maintained, or
accessed electronically. In addition, the AICPA Auditing Practice
Release The In form ation T echnology A ge: E viden tial M atter in th e
E lectronic E n viron m en t provides additional guidance on applying
SAS No. 31 in the audit of financial statements of an entity where
significant information is transmitted processed, maintained, or
accessed electronically.
Adequate Skills and Training
SAS No. 1, C o d ifica tio n o f A u d itin g S tan dards a n d P ro ced u res
(AICPA, P rofessional Standards, vol. 1, AU sec. 210.01, “Training
and Proficiency of the Independent A uditor”), states that the
audit is to be performed by a person or persons having adequate
technical training and proficiency as an auditor. W ith that guid
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ance in mind, you need to consider that electronic evidence may
exist in a form that demands specialized skills to access and inter
pret. Auditors without such skills are likely to require the assis
tance of a specialist. SAS No. 73, U sing th e Work o f a S pecialist
(AICPA, P rofession a l S tandards, vol. 1, AU sec. 336), provides
guidance if a technology specialist is necessary on an engagement.
Internet Service Provider
If a client's e-commerce transactions are processed by an outside
Internet service provider, you may need to consider the guidance in
SAS No. 70, S ervice O rganizations, (AICPA, Professional Standards,
vol. 1, AU sec. 324).
In addition to the above matters, you m ay need to consider the
following points when conducting your audit of e-commerce
transactions:
• Audit evidence that exists in electronic form may exist only
at a certain point in time. Therefore, performing certain
procedures after year-end m ay be too late.
• Performing only substantive tests of electronic evidence
m ay not provide sufficient competent evidential matter.
W ithout testing the internal control surrounding the elec
tronic evidence, a lack of credibility may not be recognized
by the auditor.
• An auditor may need to use special software tools such as
report writers and data extraction software.

Accounting Considerations
A number of accounting matters that often assume increased im
portance in electronic commerce environments are discussed below.
Web Site Development Costs
EITF Issue No. 00-2, “Accounting for Web Site Development
Costs,” provides guidance on how the costs incurred in develop
ing a Web site should be accounted for. The Issue contains a de
tailed listing of specific costs and how to account for each one.
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You should read the full text of the EITF Issue for a complete un
derstanding of how to account for Web site development costs.
Some main points of EITF Issue 00-2 are—
• Hardware costs are outside the scope of EITF Issue 00-2 and
should be accounted for normally in accordance with GAAP.
•

Costs relating to software used to operate a Web site
should be accounted for under SOP 98-1, A ccou n tin g f o r
th e Costs o f C om pu ter S oftw are D evelo p ed o r O b ta in ed f o r
In tern a l Use, unless a plan exists or is being developed to
market the software externally, in which case the costs re
lating to the software should be accounted for pursuant to
FASB Statement No. 86, A ccou n tin g f o r th e Costs o f C om 
p u te r S oftw are to B e Sold, Leased, o r O therw ise M arketed.

•

Fees paid to a firm to host a Web site generally would be
expensed over the period of benefit.

• Planning stage costs should be expensed as incurred.
• Costs of developing initial graphics should be accounted
for pursuant to SOP 98-1 for internal-use software.
• Accounting for Web site content (information included in
the Web site) will be addressed in a future EITF issue.
• Costs incurred during the operating stage, including train
ing, administration, and maintenance, should be expensed
as incurred.
•

Costs incurred in the operating stage that involve upgrades
and enhancements that add functionality should be ex
pensed or capitalized based on the general model of SOP 98-1.

Customer Acquisition Costs
Entities may spend substantial amounts of money soliciting cus
tomers to gain m arket share for their e-commerce activities.
These costs may take on different forms, such as direct response
advertising, paid-for Web links, mailings, and direct e-mail. Ad
vertising is one kind of customer acquisition activity. SOP 93-7,
R eportin g on A dvertising Costs, provides accounting guidance for
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advertising costs, including direct response advertising. Other
kinds of customer acquisition activities are outside the scope of
SOP 93-7. Currently, diversity in practice exists in accounting for
all other customer acquisition costs. AcSEC has a project on its
agenda to address the accounting for such costs. The appendix to
SOP 93-7 provides a list of accounting pronouncements that
AcSEC considered in determining how to account for advertising
costs. That same list of accounting literature may help you to de
termine how to account for customer acquisition costs.
Research and Development Costs
Often, a major cost of developing e-commerce activities is re
search and development (R & D ). FASB Statem ent No. 2, Ac
co u n tin g f o r R esearch a n d D evelop m en t Costs, requires R&D costs
to be expensed when incurred except for acquired R&D that is
purchased from others with alternative future uses. Additionally,
FASB Statement No. 2 requires disclosure in the financial state
ments of the total R&D costs charged to expense.
Costs o f Start-Up Activities and Organization Costs
SOP 98-5, R ep ortin g on th e Costs o f S tart-up A ctivities, defines
start-up activities as:
Those one-time activities related to opening a new facility, in
troducing a new product or service, conducting business in a
new territory, conducting business with a new class or cus
tomer, initiating a new process in an existing facility, or com
mencing some new operation.
C ertain costs, such as those that would be capitalizable under
GAAP for ongoing enterprises (for example, fixed assets and ac
quired intangibles), are not subject to SOP 98-5. All other costs
of start-up activities, including organization costs, should be ex
pensed as incurred.
Segment Reporting
E-commerce activities may be a reportable segment. FASB State
ment No. 131, D isclosures a b ou t Segm ents o f an E nterprise a n d Re
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la ted In form a tion , defines an op era tin g segm en t as a component of
an enterprise—
1. That engages in business activities from which it may earn
revenues and incur expenses.
2. Whose operating results are regularly reviewed by the en
terprise's chief operating decision maker to make decisions
about resources to be allocated to the segment and assess
its performance.
3. For which discrete financial information is available.
An operating segment may engage in business activities for which
it has yet to earn revenues; for example, start-up operations may
be operating segments before earning revenues.
FASB Statement No. 131 applies to public enterprises and re
quires that certain disclosures be made in the financial statements
about an entity’s segments.
Asset Impairment
W hen an entity’s business activities begin to be conducted
through e-commerce channels, other existing channels may begin
to lose significance. Other business assets and operations may lose
value. The e-commerce activities of competitors also m ay con
tribute to the change in how an entity uses its assets and conducts
it operations. You should be aware of the guidance set forth in
FASB Statement No. 121, A ccou n tin g f o r th e Im p a irm en t o f LongL ived Assets a n d f o r L on g-L ived Assets to B e D isposed O f FASB
Statement No. 121 states the following:
An entity shall review long-lived assets and certain identifiable
intangibles to be held and used for impairment whenever
events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable.
FASB Statement No. 121 requires that an entity estimate the fu
ture cash flows expected to result from the use of the asset and its
eventual disposition. If the sum of the expected future cash flows
(undiscounted and without interest charges) is less than the car
rying amount of the asset, an impairment loss is recognized. The
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impairment loss should be measured as the amount by which the
carrying amount of the asset exceeds the fair value of the asset.
Remember also that some assets, such as legacy software and
hardware systems, enterprise resource planning software, and net
work operating software, are often quickly rendered obsolete by
changing technology and m ay have fair values significantly less
than book value.
Executive Summary— In Focus: E-Commerce

• Electronic commerce is growing as a powerful force in the insurance
industry and is being driven by a desire by businesses and consumers
to more efficiently and effectively conduct their financial business.
• Significant e-commerce risks include improper access to systems and
information, transactional errors, lack of traditional identifiers, fail
ure of trust relationships to mitigate transaction authentication risks,
and denial of service attacks.
• Management is responsible for maintaining a security system over its
e-commerce business; the security system should focus on authenti
cation, communication integrity, and nonrepudiation.
• Auditors may want to evaluate and assess the enterprise’s internal
control over and assess the control risk associated with access to the
financial systems and databases supporting the preparation of finan
cial statements.
• SAS No. 55 and SAS No. 31 provide guidance to auditors assessing
internal control in an electronic environment.
• If a technology specialist is needed to help audit a client, SAS No. 73
provides guidance.
• You may need to consider the guidance in SAS No. 70 if a clients ecommerce transactions are processed by an outside Internet service
provider.
• EITF Issue 00-2 provides guidance on how costs incurred in devel
oping a Web site should be accounted for.
• SOP 93-7 provides accounting guidance for advertising costs, in
cluding direct response advertising.
• Currently, diversity in practice exists in accounting for all other cus
tomer acquisition costs. See the Appendix to SOP 93-7 for possible
guidance.
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• FASB Statement No. 2 requires R&D costs to be expensed when in
curred, except for acquired R&D that is purchased from others with
alternative future uses. Additionally, FASB Statement No. 2 requires
disclosure in the financial statements of the total R&D costs charged
to expense.
• Generally, SOP 98-5 requires costs of start-up activities, including
organization costs to be expensed as incurred.
• E-commerce activities may be a reportable segment. FASB State
ment No. 131 provides guidance on segment reporting.
• When an entity’s business activities start to be conducted through ecommerce channels, other existing channels may begin to lose sig
nificance. Other business assets and operations may lose value. FASB
Statement No. 121 provides guidance on asset impairment issues.

Recent Regulatory Actions
What important regulatory guidance has been issued recently?

Presented here are some important recent regulatory actions. The
list of regulatory actions is not comprehensive and information
provided only represents summaries of the regulations. Readers
should look to state regulatory authorities, the NAIC, and other
relevant agencies for complete listings of new regulations and for
full descriptions of the regulations.

Codification of Statutory Accounting Principles
Insurance enterprises currently prepare SAP-basis financial state
ments in accordance with the accounting practices and principles
prescribed or permitted by the insurance department of their state
of domicile. These practices are considered to be another compre
hensive basis of accounting (OCBOA) under SAS No. 62, S pecial
Reports (AICPA, P rofessional Standards, vol. 1, AU sec. 623).
New Accounting and Procedures Manual Issued
In 1999, the National Association of Insurance Commissioners
(NAIC) completed a process to codify statutory accounting prac
tices for certain insurance enterprises, resulting in a revised Ac
c o u n tin g P ra ctices a n d P ro ced u res M a n u a l, effective January 1,
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2001 (the revised M anual). The insurance laws and regulations of
most states require insurance companies domiciled in those states
to comply with the guidance provided in the NAIC Accounting
Practices and Procedures M anual except as prescribed or permit
ted by state law. The revised Manual will be effective for imple
mentation on January 1, 2001, as the foundation for statutory
accounting practices.
Guidance for Auditors
You should understand the differences between the SSAPs and
the old Accounting Practices and Procedures M anual, monitor
the status of adoption of the revised M anual by the domiciliary
state insurance regulatory authority, and monitor the enterprise’s
adoption of the new accounting practices and procedures.
The AICPA is reviewing its guidance on reporting on SAP and
will modify existing guidance as deemed necessary. AcSEC antic
ipates issuing an exposure draft that will modify those SOPs that
are affected by the codification. That exposure draft is expected to
be released for public comment in the first quarter of 2001. Be
cause the codification is not effective for 2000 statutory financial
statements, auditors should continue to report on statutory fi
nancial statements prepared in conformity with the accounting
practices prescribed or permitted by the insurance department of
the state of domicile.
To the extent a com pany’s surplus m ay be m aterially reduced
upon the adoption of the new codification, management should
consider the disclosure of related risks and uncertainties to the or
ganization. Potential disclosures include uncertainty with respect
to m aintaining regulatory minimum capital requirements, reduc
tions to RBC that could result in regulatory action, and noncom
pliance with loan covenants. Such disclosures would be pertinent
to both GAAP and statutory-basis financial statements.

New York Derivatives Law
New York Law section 1410 (b) (5) and New York Regulation
178.6 (b) are effective for year end December 31, 2000. The re
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lated report is due June 1, 2001. Significant sections of the regu
lation are as described in the following section.
Section 178.6 Internal Controls and Reporting
(b) As set forth in section 1410 (b)(5) of the Insurance Law, an
insurer engaging in derivative transactions shall be required to
include, as part of the evaluation of accounting procedures and
internal controls required to be filed pursuant to section 307 of
the Insurance Law, a statement describing the assessment by
the independent certified public accountant of the internal
controls relative to derivative transactions. The purpose of this
part of the evaluation is to assess the adequacy of the internal
controls relative to derivative transactions. Such an assessment
shall be made whether or not the derivative transactions are
material in relation to the insurer’s financial statements and
shall report all material deficiencies in internal controls relative
to derivative transactions, whether or not such deficiencies
would lead to an otherwise reportable condition, as that term is
used in auditing standards adhered to by certified public ac
countants. The statement describing the assessment need not
be set forth in a separate report.
The State of New York has agreed to accept an agreed-upon pro
cedures report in connection w ith the above regulation. The
AICPA is addressing the guidance required to performed this
kind of engagement.
Executive Summary— Recent Regulatory Actions

• The NAIC has completed its project of codifying statutory account
ing practices for certain insurance enterprises.
• The revised codification will be effective for implementation on Jan
uary 1, 2001.
• The AICPA is reviewing its guidance on reporting on SAP and will
modify existing guidance as deemed necessary.
• New York Law section 1410 (b) (5) and New York Regulation 178.6
(b) are effective for year end December 31, 2000. The related report
is due June 1, 2001. The new law requires auditors to assess internal
controls over derivative transactions in conjunction with the statu
tory audited financial statements.
64

Auditing Pronouncements and Guidance Update
What new auditing pronouncements and other matters do you need to
be aware of?

For a full listing and description of all new auditing and attesta
tion standards, read the AICPA general A u dit Risk A lert —
2000/01. The summaries presented here are for inform ational
purposes only and should not be relied on as a substitute for a
complete reading of the applicable guidance. Also, proposed pro
nouncements and exposure drafts are not authoritative standards
and cannot be used as a basis for changing GAAS. The purpose of
proposed pronouncements and exposure drafts is to solicit com
ments from preparers, auditors, users of financial statements, and
other interested parties.

SAS No. 88, Service Organizations and Reporting on Consistency
In December 1999, the AICPA ASB issued SAS No. 88, S ervice
O rganizations a n d R eportin g on C onsistency (AICPA, P rofessional
Standards, vol. 1, AU secs. 324 and 420). Part 1, “Service Orga
nizations,” amends SAS No. 70, R eports on th e P rocessing o f Trans
a ction s by S ervice O rganizations (AICPA, P rofession al S tandards,
vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the
SAS is applicable if an entity obtains services from another
organization that are part of the entity’s information sys
tem. It also provides guidance on the types of services that
would be considered part of an entity’s information system.
2. Revise and clarify the factors a user auditor should con
sider in determining the significance of a service organiza
tion’s controls to a user organization’s controls.
3. Clarify the guidance on determining whether information
about a service organization’s controls is necessary to plan
the audit.
4. Clarify that information about a service organization’s con
trols may be obtained from a variety of sources.
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5. Change the title of SAS No. 70 from R eports on th e P ro
cessin g o f T ransactions by S erv ice O rga n iz ation s to S erv ice
O rganizations.
Part 2, “Reporting on Consistency,” amends SAS No. 1, C odifi
cation o f A uditing Standards a n d P rocedures (AICPA, P rofessional
Standards, vol. 1, AU sec. 420, “Consistency of Application of
Generally Accepted Accounting Principles”), to—
1. Conform the list of changes that constitute a change in the
reporting entity (AU sec. 420.07) to the guidance in para
graph 12 of Accounting Principles Board (APB) Opinion
No. 20, A ccou n tin g Changes.
2. C larify that the auditor need not add a consistency ex
planatory paragraph to the auditor’s report when a change
in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory
paragraph in the auditor’s report if a pooling of interests is
not accounted for retroactively in comparative financial
statements.
4. Eliminate the requirement to qualify the auditor’s report
and consider adding a consistency explanatory paragraph
to the report if single-year financial statements that report
a pooling of interests do not disclose combined informa
tion for the prior year.
All of the amendments contained in SAS No. 88 were effective
upon issuance.

SAS No. 89, Audit Adjustments
In December 1999, the AICPA ASB issued SAS No. 89, A udit
A djustm ents (AICPA, P rofessional Standards, vol. 1, AU secs. 310,
333, and 380), which amends three SASs to establish audit re
quirements designed to encourage client management to record
financial statement adjustments aggregated by the auditor. It also
clarifies management’s responsibility for the disposition of finan
cial statement misstatements brought to its attention. SAS No. 89
amends SAS No. 83, E sta blishin g a n U n d ersta n d in g W ith th e
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C lient (AICPA, P rofessional Standards, vol. 1, AU sec. 310); SAS
No. 85, M a n a gem en t R epresentations (AICPA, P rofession al Stan
dards, vol. 1, AU sec. 333); and SAS No. 61, C om m unication With
A udit C om m ittees (AICPA, P rofessional Standards, vol. 1, AU sec.
380), as follows:
1. SAS No. 83 is am ended to include in the understanding
w ith the client m anagem ent’s responsibility for deter
m in in g the appropriate disposition o f fin ancial state
m ent m isstatem ents aggregated by the auditor.
Specifically, SAS No. 89 adds the following to the list of
matters that generally are included in the understanding
w ith the client:
Management is responsible for adjusting the financial
statements to correct material misstatements and for af
firming to the auditor in the representation letter that
the effects of any uncorrected misstatements aggregated
by the auditor during the current engagement and per
taining to the latest period presented are immaterial,
both individually and in the aggregate, to the financial
statements taken as a whole.
2. SAS No. 85 is amended to require that the management
representation letter include an acknowledgment by man
agement that it has considered the financial statement mis
statements aggregated by the auditor during the current
engagement and pertaining to the latest period presented
and has concluded that any uncorrected misstatements are
immaterial, both individually and in the aggregate, to the
financial statements taken as a whole. It also requires that a
summary of the uncorrected misstatements be included in
or attached to the representation letter.
3. SAS No. 61 is amended to require the auditor to inform the
audit committee about uncorrected misstatements aggre
gated by the auditor during the current engagement and
pertaining to the latest period presented, whose effects man
agement believes are immaterial, both individually and in
the aggregate, to the financial statements taken as a whole.
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These amendments are effective for audits of financial statements
for periods beginning on or after December 15, 1999, with early
adoption permitted.

SAS No. 90, Audit Committee Communications
SAS No. 90, A udit C om m ittee C om m u n ica tion s (AICPA, P rofes
sion a l Standards, vol. 1, AU secs. 380 and 722), issued in Decem
ber 1999, amends SAS No. 61 and SAS No. 71, In terim F in a n cial
In form ation (AICPA, P rofessional Standards, vol. 1, AU sec. 722).
SAS No. 90 was issued in response to recommendation numbers
8 and 10 of the report of the Blue Ribbon Committee on Im
proving the Effectiveness of Corporate Audit Committees, which
suggest changes to GAAS.
Among other things, the am endm ent to SAS No. 61 requires
an auditor to discuss w ith the audit committees o f SEC clients
certain inform ation relating to the auditor’s judgm ents about
the quality, not ju st the acceptability, o f the com pany’s ac
counting principles and underlying estim ates in its financial
statem ents. It also encourages a three-w ay discussion am ong
the auditor, m anagem ent, and the au d it com m ittee. T his
am endm ent is effective for audits of financial statem ents for
periods ending on or after December 15, 2000, w ith earlier ap
plication perm itted.
The am endm ent to SAS No. 71 clarifies that the accountant
should com m unicate to the audit com m ittee or be satisfied,
through discussions w ith the audit com m ittee, that m atters
described in SAS No. 61 have been com m unicated to the
audit committee by m anagem ent when they have been identi
fied in the conduct o f in terim fin an cial repo rtin g. T his
am endm ent also requires the accountant of an SEC client to
attem pt to discuss w ith the audit com m ittee the m atters de
scribed in SAS No. 61 before filing Form 10-Q. This am end
m ent is effective for reviews of interim financial inform ation
for interim periods ending on or after M arch 15, 2000, w ith
earlier application perm itted.
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SAS No. 91, Federal GAAP Hierarchy
At its October 1999 meeting, the AICPA Council adopted a res
olution recognizing the Federal Accounting Standards Advisory
Board (FASAB) as the body designated to establish GAAP for
federal government entities under rule 203 of the AICPA’s Code
of Conduct. Pursuant to that resolution, Statements of Federal
Financial A ccounting Standards issued by the FASAB since
March 1993 are recognized as GAAP for applicable federal gov
ernmental entities. At its February 2000 meeting, the ASB voted
to issue SAS No. 91, F ed era l GAAP H ierarch y (AICPA, P rofes
sion a l Standards, vol. 1, AU sec. 411), which amends SAS No. 69,
The M ea n in g o f Present Fairly in Conformity W ith Generally Ac
cepted Accounting Principles in th e In d ep en d en t A uditor s R eport
(AICPA, P rofessional Standards, vol. 1, AU sec. 411), to recognize
FASAB statements as “level A” GAAP and to establish a hierarchy
for other FASAB guidance and general accounting literature.

SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities
In September 2000 the ASB issued SAS No. 92, A uditing D eriva
tiv e Instrum ents, H ed gin g A ctivities, a n d In vestm en ts in S ecu rities
(AICPA, P rofessional Standards, vol. 1, AU sec. 391). SAS No. 92
w ill help auditors plan and perform auditing procedures for fi
nancial statement assertions about derivative instruments, hedg
ing activities, and investments in securities. SAS No. 92
supersedes SAS No. 81. The guidance in the SAS applies to—
1. Derivative instruments, as that term is defined in FASB
Statement No. 133, A ccou n tin g f o r D eriva tive Instrum ents
a n d H edgin g A ctivities.
2. Fledging activities in which the entity designates a deriva
tive or a nonderivative financial instrument as a hedge of
exposure for which FASB Statem ent No. 133 permits
hedge accounting.
3. Debt and equity securities, as those terms are defined in
FASB Statement No. 115, A ccou n tin g f o r C ertain In vest
m ents in D ebt a n d E quity Securities.
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SAS No. 92 is effective for audits of financial statements for fiscal
years ending on or after June 30, 2001. Early application of the
SAS is permitted.

Audit Guide to Complement SAS No. 92
An Audit and Accounting Guide to complement SAS No. 92 is to
be issued by the ASB. The Guide provides practical guidance for
implementing the SAS on all types of audit engagements. The sug
gested audit procedures contained in the Guide do not increase or
otherwise modify the auditor’s responsibilities, rather, the sug
gested procedures are intended to clarify and illustrate the applica
tion of the requirements of SAS No. 92. The Guide’s objective is
both to explain SAS No. 92 by examining it in-depth and to pro
vide practical illustrations through the use of case studies.
The Guide will include an overview of derivatives and securities
and the general accounting considerations for them, as well as
case studies that address topics such as the use of interest rate fu
tures contracts to hedge the forecasted issuance of debt, the use of
put options to hedge available-for-sale securities, separately ac
counting for a derivative embedded in a bond, the use of interest
rate swaps to hedge existing debt, the use of foreign currency put
options to hedge a forecasted sale denominated in a foreign cur
rency, changing the classification of a security to held-to-matu
rity, control risk considerations when service organizations
provide securities services, inherent and control risk assessment,
and designing substantive procedures based on risk assessments.

SAS No. 93, Omnibus Statement on Auditing Standards— 2000
In October 2000, the ASB issued SAS No. 93, O m nibus State
m en t on A u d itin g S tandards— 2 0 0 0 (AICPA, P rofession a l S tan
dards, vol. 1, AU secs. 622, 308, and 315). The SAS—
• W ithdraws SAS No. 75, E ngagem ents to Apply A greed-U pon
P rocedures to S p ecified Elements, A ccounts, or Item s o f a Fi
n a n cia l S ta tem en t (AICPA, P rofession al S tandards, vol. 1,
sec. 622). The guidance in SAS No. 75 w ill be incorpo
rated in Statements on Standards for Attestation Engage70

merits (SSAE) No. 4, A greed-U pon P rocedures E ngagem ents
(AICPA, P rofession a l S tandards, vol. 1, AT sec. 600), to
consolidate the guidance on agreed-upon procedures en
gagements in professional standards.
• Amends SAS No. 58, R eports on A u d ited F in a n cia l State
m ents to include a reference in the auditor’s report to the
country of origin of the accounting principles used to pre
pare the financial statements and the auditing standards
that the auditor followed in performing the audit.
• Amends SAS No. 84, C om m unications B etw een P redecessor
a n d Successor A uditors (AICPA, P rofessional Standards, vol. 1,
sec. 315), to clarify the definition of a predecessor auditor.

Interpretation No. 7, “Management’s and Auditor’s
Responsibilities With Regard to Related Party Disclosures
Prefaced by Terminology Such As Management Believes That,” of
SAS No. 45, Related Parties
Interpretation No. 7, “Management’s and Auditor’s Responsibili
ties W ith Regard to Related Party Disclosures Prefaced by Termi
nology Such As M anagem ent Believes T h at,” of SAS No. 45,
R ela ted P arties (AICPA, P rofession a l S tandards, vol. 1, AU sec.
9334.22—.23), essentially states that a preface to a related party
disclosure such as “Management believes that” or “It is the Com
pany’s belief that” does not change management’s responsibility
to substantiate the representation.
Executive Summary— Auditing Pronouncements and Guidance Update
• SAS No. 88, Service O rganizations a n d Reporting on Consistency
• SAS No. 89, A u d it A djustm ents
• SAS No. 90, A u d it C om m ittee Com m unications
• SAS No. 91, Federal G A A P Hierarchy
• SAS No. 92, A u d itin g D erivative Instruments, H edging A ctivities, a n d
Investments in Securities

• Audit Guide to Complement SAS No. 92
• SAS No. 93, O m nibus Statem ent on A u d itin g Standards — 2 0 0 0
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Interpretation No. 7, “Management's and Auditor's Responsibilities
With Regard to Related Party Disclosures Prefaced by Terminology
Such As Management Believes That,” of SAS No. 45, Related Parties

Accounting Pronouncements and Guidance Update
What new accounting pronouncements and other matters do you need
to be aware of?

For a full listing of recently issued accounting standards, read the
AICPA general A udit Risk A lert—2000/01. The summaries pre
sented here are for informational purposes only and should not be
relied on as a substitute for a complete reading of the applicable
guidance. Also, p ro p o sed pronouncements and exposure drafts are
not authoritative standards and cannot be used as a basis for
changing GAAP. The purpose of proposed pronouncements and
exposure drafts is to solicit comments from preparers, auditors,
users of financial statements, and other interested parties.

FASB Statement No. 138, Accounting for Certain Derivative
Instruments and Certain Hedging Activities
FASB Statem ent No. 138, A cco u n tin g f o r C ertain D eriv a tiv e I n 
stru m en ts a n d C ertain H ed gin g A ctivities, amends FASB State
m ent No. 133 and addresses a lim ited num ber o f issues
causing im plem entation difficulties for numerous entities that
apply FASB Statem ent No. 133. This Statem ent am ends the
accounting and reporting standards o f FASB Statem ent No.
133 for certain derivative instrum ents and certain hedging ac
tivities as indicated:
1. The normal purchases and normal sales exception in para
graph 10(b) m ay be applied to contracts that im plicitly or
explicitly permit net settlement, as discussed in paragraphs
9(a) and 57(c)(1), and contracts that have a market mech
anism to facilitate net settlem ent, as discussed in para
graphs 9(b) and 57(c)(2).
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2. The specific risks that can be identified as the hedged risk
are redefined so that in a hedge of interest rate risk, the risk
o f changes in the benchm ark interest rate (b en ch m a rk
in te r est ra te is defined in paragraph 4(jj) of FASB State
ment No. 138) would be the hedged risk.
3. Recognized foreign-currency-denominated assets and lia
bilities for which a foreign currency transaction gain or loss
is recognized in earnings under the provisions of paragraph
15 of FASB Statement No. 52, F oreign C urrency Transla
tio n , may be the hedged item in fair value hedges or cash
flow hedges.
4. Certain intercompany derivatives m ay be designated as the
hedging instruments in cash flow hedges of foreign cur
rency risk in the consolidated financial statements if those
intercom pany derivatives are offset by unrelated thirdparty contracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133
for decisions made by the board relating to the DIG process. Cer
tain decisions arising from the DIG process that required specific
amendments to FASB Statement No. 133 are incorporated into
FASB Statement No. 138.

FASB Statement No. 139, Recission of FASB Statement No. 53 and
Amendments to FASB Statements No. 63, 89, and 121
FASB Statement No. 139 rescinds FASB Statement No. 53, Fi
n a n cia l R eportin g by P roducers a n d D istributors o f M otion P ictu re
Films. An entity that previously was subject to the requirements
of FASB Statement No. 53 shall follow the guidance in AICPA
SOP 00-2, A ccou n tin g by P roducers o r D istributors o f Films. This
Statement also amends FASB Statements No. 63, F in a n cia l Re
p o r tin g by Broadcasters; No. 89, F in a n cia l R eportin g a n d C han gin g
P rices; and No. 121, A ccou n tin g f o r th e Im p a irm en t o f L ong-L ived
Assets a n d f o r L ong-L ived Assets to B e D isposed Of.
Statement No. 139 is effective for financial statements for fiscal
years beginning after December 15, 2000. Earlier application is
permitted only upon early adoption of the SOP.
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FASB Statement No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities
This Statement replaces FASB Statement No. 125, A ccou n tin g f o r
Transfers a n d S ervicin g o f F in a n cia l Assets a n d E xtinguishm ents o f
L iabilities. It revises the standards for accounting for securitiza
tions and other transfers of financial assets and collateral and re
quires certain disclosures, but it carries over most o f FASB
Statement No. 125’s provisions without reconsideration.
FASB Statem ent No. 140 provides accounting and reporting
standards for transfers and servicing of financial assets and extin
guishments of liabilities. Those standards are based on consistent
application of a financial-components approach that focuses on
control. Under that approach, after a transfer of financial assets,
an entity recognizes the financial and servicing assets it controls
and the liabilities it has incurred, derecognizes financial assets
when control has been surrendered, and derecognizes liabilities
when extinguished. This Statement provides consistent standards
for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.
In addition to replacing FASB Statement No. 125 and rescinding
FASB Statement No. 127, D eferral o f th e E ffective D ate o f C ertain
P rovisions o f FASB S tatem ent No. 125, FASB Statement No. 140
carries forward the actions taken by Statement 125.
FASB Statement No. 140 is effective for transfers and servicing of
financial assets and extinguishments of liabilities occurring after
March 31, 2001. It is effective for recognition and reclassification
of collateral and for disclosures relating to securitization transac
tions and collateral for fiscal years ending after December 15,
2000. Disclosures about securitization and collateral accepted
need not be reported for periods ending on or before December
15, 2000, for which financial statements are presented for com
parative purposes.
This Statement is to be applied prospectively with certain excep
tions. Other than those exceptions, earlier or retroactive applica
tion of its accounting provisions is not permitted.
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FASB Interpretation 44, Accounting for Certain Transactions
Invol ving Stock Compensation
FASB Interpretation No. 44, an Interpretation of APB Opinion
25, clarifies the application of APB Opinion No. 25 for only cer
tain issues. It does not address any issues related to the applica
tion of the fair value m ethod in FASB Statem ent No. 123.
Among other issues, Interpretation No. 44 clarifies—
• The definition of employee for purposes of applying APB
Opinion No. 25.
• The criteria for determining whether a plan qualifies as a
noncompensatory plan.
• The accounting consequence of various modifications to
the terms of a previously fixed stock option or award.
• The accounting for an exchange of stock compensation
awards in a business combination.
Interpretation No. 44 was effective July 1, 2000, but certain con
clusions in the Interpretation cover specific events that occurred
after either December 15, 1998, or January 12, 2000. To the ex
tent that the Interpretation covers events occurring during the
period after December 15, 1998, or January 12, 2000, but before
the effective date of Ju ly 1, 2000, the effects of applying the In
terpretation are to be recognized on a prospective basis from
Ju ly 1, 2000.

New and Revised Audit and Accounting Guides Issued
A new L ife a n d H ealth In su ran ce E ntities Audit and Accounting
G uide is now available. This Guide supersedes the Industry
A udit G uide A udits o f Stock L ife In su ra n ce C om panies. The new
Life and Health Insurance Entities Guide discusses those aspects
of accounting and auditing unique to life and health insurance
entities and was developed to assist life and health insurance en
tities in preparing financial statem ents in conform ity w ith
GAAP and to assist auditors in auditing and reporting on those
financial statements. In addition, the Guide contains significant
discussions of SAP.
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A M ay 1, 2000, version of the Audit and Accounting Guide Au
dits o f P roperty a n d L iability Insurance C om panies has been issued.
This latest version of the Guide has been updated to reflect recent
authoritative pronouncements.
The AICPA A ccounting Standards Executive Com m ittee and
members of the AICPA Auditing Standards Board have found
these Guides to be consistent with existing standards and princi
ples covered by Rules 202 and 203 of the AICPA Code of Profes
sional Conduct. AICPA members should be prepared to justify
departures from these Guides. To order the Guides, call the
AICPA Order Department at (888) 777-7077.

Proposed Statement of Position, Accounting by Insurance
Enterprises for Demutualizations and Formations of Mutual
Insurance Companies and for Certain Long-Duration Participating
Contracts
In April 2000, an exposure draft of this proposed SOP was issued
for comment. AcSEC cleared the proposed SOP at its July 2000
meeting. Currently, the proposed SOP is at the FASB for review.
Readers should visit the AICPA Web site at www.aicpa.org for
further information about this project and its status.

Proposed Elimination of Pooling-of-interests Accounting
The FASB has issued a proposal for public comment that would,
among other things, eliminate the pooling of interests method of
accounting for business combinations. The FASB tentatively de
cided that using the purchase method is preferable to allowing
more than one method to be used when businesses combine.
Several industry groups have objected to the proposed elim ina
tion of the pooling-of-interests method of accounting for certain
business combinations. They have argued, among other things,
that the proposed accounting rule would preclude many business
combinations that make economic and strategic sense.
For inform ation on this issue, visit the FASB’s Web site at
www.fasb.org.
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Executive Summary— Accounting Pronouncements and Guidance
Update

• FASB Statement No. 138, A ccounting fo r Certain D erivative Instru
ments and Certain H edging Activities
• FASB Statement No. 139, Recission o f FASB Statement No. 53 and
Amendments to FASB Statements No. 63, 89, an d 121
• FASB Statement No. 140, A ccounting fo r Transfers an d S ervicing o f
Financial Assets an d Extinguishments o f Liabilities
• FASB Interpretation 44, A ccounting fo r Certain Transactions involv
ing Stock Compensation
• New and Revised Audit and Accounting Guides Issued
• Proposed SOP—A ccounting by Insurance Enterprises fo r D emutual
izations and Formations o f M utual Insurance Companies an d fo r Cer
tain Long-Duration Participating Contracts
• Proposed elimination of pooling-of-interests accounting

Resource Central
Training courses, Web sites, publications, and other resources available
to CPAs

Training Courses
The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs working in or
serving the insurance industry. Those courses include—
• ATCPA’s A nnual A ccou n tin g a n d A u ditin g Workshop (20002001 Edition) (Product No. 737061 (for text) or 187078
(for video)). W hether you are in industry or public prac
tice, this course keeps you current, informed, and shows
you how to apply the most recent standards.
• SFAS 133: D eriva tive a n d H edge A ccou n tin g (Product No.
735180). This course helps you understand GAAP for de
rivatives and hedging activities. Also, you will learn how to
identify effective and ineffective hedges.
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• In d ep en d en ce (Product No. 739035). This new interactive
CD-ROM course will review the AICPA authoritative litera
ture covering independence standards (including the newly is
sued SEC Practice Section (SECPS) independence requirements),
SEC regulations on independence, and ISB standards.
• SEC R ep o rtin g (Product No. 736745). This course w ill
help the practicing CPA and corporate financial officer
learn to apply SEC reporting requirements. It clarifies the
more important and difficult disclosure requirements.
• In tern a l C on trol Im p lica tion s in a C om pu ter E n viron m en t
(Product No. 730617). This practical course analyzes the
effects of electronic technology on internal controls and
provides a comprehensive exam ination of selected com
puter environments, from traditional mainframes to popu
lar personal computer set-ups.

Online Library
The AICPA has launched a new online learning library—AICPA
InfoBytes. An annual fee ($95 for members and $295 for non
members) offers unlimited access to over 1,000 hours of online
CPE in one- and two-hour segments. Register as our guest at in
fobytes.aicpaservices.org.

Publications
CPAs operating in the insurance industry m ay find the following
publications valuable:
• Audit and Accounting Guide, L ife a n d H ealth In su ra n ce
E ntities (Product No. 012500)
• Audit and Accounting Guide, A udits o f P roperty a n d Lia
bility Insurance C om panies (Product No. 011923)
•

The ABCs o f In d ep en d en ce Risk Audit Risk Alert. This is a
must-read primer on the fundamentals of independence.
W hether you are unfamiliar with the standards or need a
user-friendly refresher course, this Alert is for you.
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• SEC Audit Risk Alert. Developed in conjunction with the
SEC staff, this Alert provides valuable insights into the
SEC staff’s perspectives on numerous accounting and au
diting issues.
• E-Business Audit Risk Alert. The “e-world” awaits. Are you
ready? Find out what is happening in the realm of elec
tronic business and how it w ill affect your audits in this
new Alert.
• A u d itin g E stim ates a n d O ther S oft A ccou n tin g In form a tion
(Product No. 010010kk). This practice aid provides practi
cal guidance for handling the problems related to the audit
of soft accounting information, illustrating how SAS No. 57,
A uditing A ccounting Estimates, may be applied by auditors.
•

Checklists a n d Illustrative F in a n cia l S tatem ents f o r P roperty
a n d L iability Insurance C om panies. This publication offers
a comprehensive financial statement disclosure checklist
and sample financial statements for property casualty in
surance entities.

•

Checklists a n d Illu strative F in a n cia l S tatem ents f o r L ife In 
su ra n ce C om panies. This publication offers a comprehen
sive financial statement disclosure checklist and sample
financial statements for life insurance entities.

• A ccounting Trends a n d Techniques—2000. This publication
offers highlights of the latest trends in corporate financial
statem ents. Surveying over 600 public com panies, this
publication illustrates accounting practices and trends, in
cluding presentations and disclosures.

Hotline Help
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser
vices. Call (888) 777-7077.
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Ethics Hotline
Members of the AICPA Professional Ethics Team answer in 
quiries concerning independence and other behavioral issues re
lated to the application o f the AICPA Code of Professional
Conduct. Call (888) 777-7077.

Web Sites
Further inform ation on m atters addressed in this A udit Risk
Alert is available through various publications and services of
fered by a number of organizations. Some of those organizations
are listed below.

80

24-Hour Fax Hotline

Fax Services

Order by Fax

(816) 471-7004

2070 Chain Bridge Road
Vienna, VA 22182
(703) 905-3770

Order Department

120 W. 12th St.
Suite 1100
Kansas City, MO
64105-1925
(816) 471-7004

National Association
of Insurance
Commissioners (NAIC)

P.O. Box 3116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

Order Department

Harborside Financial Center (201) 938-3787
201 Plaza Three
Jersey City, NJ 07311-3881
(888) 777-7077

Order Department

General Information

Financial Crimes En
forcement Network
(FinCEN)

Financial
Accounting
Standards Board (FASB)

American Institute of
Certified Public
Accountants (AICPA)

Organization

INFORMATION SOURCES

www.naic.org

www.ustreas.gov/fincen

www.fasb.org

www.aicpa.org

Internet

(continued)

(203) 847-0700, ext. 444

Action Alert
Telephone Line

(212) 596-6008

AcSEC Telephone Line

Recorded Announcements

U.S. Securities and
Exchange Commission
(SEC)

U.S. General
Accounting Office
(GAO)

Organization

Information Line

202-942-8090, ext. 3
(202) 942-8092 (tty)

450 Fifth Street, NW
Washington, D.C.
20549-0001
(202) 942-4046

(202) 512-2250

Information Line

Fax Services

Publications Unit

U.S. Government
Printing Office
Washington, D.C.
20401-0001
(202) 512-1800

Superintendent o f
Documents

General Information

Internet

www.sec.gov

www.gpo.gov

INFORMATION SOURCES (continued)
Recorded Announcements

This Audit Risk Alert replaces the In su ra n ce In d u stry D evelo p 
m ents— 1999/2000 Audit Risk Alert. The Insurance Industry D e
velopm ents Alert is published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year’s
Alert, please feel free to share those with us. Any other comments
that you have about the Alert would also be appreciated. You may
email these comments to RDurak@aicpa.org, or write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A

Best Practices for Electronic Commerce
Self-Defense
Web-savvy CPAs can help clients by offering these “e-sabotage”
prevention tips.
Usefirew alls to block intrusions. Pass
transmissions through a control point
where they can be checked for
compliance with security provisions.

Conduct a risk assessment o f the
enterprise. If possible, do it before

implementing technical controls so
that weaknesses can be eliminated
before costly adjustments are needed.
D evelop security standards.

M on itor employees online activity.

Communicate security policy to
employees so they understand their
responsibilities, the penalties for
violations, and what to do if they suspect
online security has been breached.

Use systems management tools to
enforce security policies consistently
across multiple online environments
and to automate user access. Use
email analysis tools to intercept and
scan email for possible security violations.

Test defenses. Conduct a full systems
audit, testing security—especially
firewalls—to identify potential weak
points, including remote access to
systems by e-mail, the Internet, and
telephone.

M on itor networks fo r unusual activity.

Determine whether installing additional
security measures or systems resources, such
as RAM, would reduce the impact of a
hacker attack. Also, use intruder detection
software to maintain overall awareness
of possible threats to systems—for example,
surreptitious large-scale incursions
during diversionary attacks.
Consult the Internet service provider.

G et an independent opinion on security
measures. Have an objective outsider

Determine whether it can block attacks
before they reach company systems.

evaluate overall online security, including
firewalls, antivirus software, and risk
analysis tools.
L im it access to e-commerce controls.

Give access to the fewest people and the
fewest systems possible for the minimum
time it takes to perform essential functions.
Use authentication tools, such as passwords;
smart cards, and digital certificates, to
verify identities online.
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Inform the proper authorities when
systems are violated. Stress the

importance of preserving system
activity logs, which may help
identify intruders.

APPENDIX B

AICPA Industry Expert Panel Created
The AICPA has developed an expert panel that focuses on identi
fying business reporting issues, with an emphasis on audit and
accounting matters, in the financial services industry. The Finan
cial Services Expert Panel is one of a number of industry-specific
panels that have been created as part of the AICPA’s effort to re
vamp the Institute’s volunteer structure.
The expert panel identifies and discusses industry-specific emerg
ing issues and their effect on CPAs, identifies additional guid
ance, if any (both traditional and nontraditional), that members
need to be effective and to protect the public, and develops plans
for providing input on initiatives that should be brought to the
attention of standard setters or the AICPA prioritization mecha
nism, and other matters.

Joining the Expert Panel
Expert panel members should be forw ard-thinking, Visionaligned, cross-functional individuals. In addition, panel members
may be non-CPA business professionals. The cross-fu n ction a l cri
terion is intended to include members with expertise in the tradi
tional areas of accounting and auditing, as well as awareness and,
perhaps, expertise beyond the traditional areas. For example, de
pending on the needs of the area covered by the expert panel, the
members might have expertise in assurance services, operational
and management issues, technology, corporate governance, legis
lation, and other areas, in addition to expertise in the traditional
areas of accounting and auditing.
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Rewards of Joining the Panel
Serving on the panel is a rewarding and enriching experience.
Panel members interact with other top professionals in their in
dustry and address and resolve key forces, issues, and trends shap
ing the financial services world. Moreover, expert panel members
take the knowledge and experience they gain on the Panel with
them, enriching themselves, their work, and their firms.
Panel members w ill generally serve three consecutive one-year
terms.

Apply now
For more inform ation on the expert panels or to apply, visit
AICPA Volunteer Central a t www.skillscape.com/aicpaonline.
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